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PROPONENTS' CASE FOR A FEDERALLY^MPOSED BUSINESS 
ACTMTYTAX NEXUS THRESHOLD HAS UTTLE MERIT 


By Mich-.M:I \(>izcrt»v 

A hill under cfinsldcnitinn in the U2S. I louse of Rcpresenmtivcs would smp sutes <>t‘ rheir currtnr 
iiuthonry ir* rax a toir share of the profits «if many corponnons rhar ,vc hosctl our-<*f-st.\Tc hui do 
hwiiness within rhcirb*mlcrs. I'he Sulicommittce on Omrts, Commercwl and Vdmtmsmim'c l-ow 
of the 1 louse Judicwr) (Committee held 4 hciiniig on rhe ’‘Uusinrss .\ctivity Tax Simplification 
(“BA'I'SA**. I l.R. 1430) on \pnl 13. At present, there is no Senate version of the l>ill. 

BA’l'SA would impose wh.it is usually referred to as a feelcmlly-mandatcd ’’nexus” tha-shitld for 
state (and locil) ‘’business activity txxcs” (BATs). Stan; Cixes on corpfiwtc prcdits arc the most 
widcly'k'vied sritr business activity ntxcs. I'hc tenn also cncomp:tsscs such bitxid-hascd business 
raxes as the Nw I lampshire Business tlnrerpnsc Tax (a form of value-added rax), rhe I'exos 
Franchise Tax (a tax 'in l*usincssc$' ’’gross margins”), and the Washington Business and ()ccupati«m 
Tax and rhe Ohio ('ommercial Vcnvinc* Tax (both are raxes on Ixj&incsses* gross sales), ‘nie 
’’nexus” rhresholil is rite mnunuim amounl of activity a business nuist conduct tit a particular state 
to liccome subiecr to fixation in th.ir sutc. 

Nexus rhre.sh< dds are defined in the first instance by state law. Stan business nex Liws will scl 
forth rhe types of ocnvmes conducted hy a business within the state that ohl^ite the business to pay 
tile t.ix. If a Inisiness engages in .my of those activities within ihe state it Is said to liave ’’cnt.ited" or 
“citabbshed” nexus with the .state, and it therefore must file a ixx return .md pay any rax that is 
mved. I'cvicral statures can uvemde stite nexus bnvs, huwo er, and B ATSA prop* »scs to do lusi that, 
BA’I'SA would create a number of new nexus ’’safe liarlKira” — categories .md t^uaniities ot 
;u:nvittes conducted by corporations m states th.ii would be dccnK-d no longer siilVicient to establish 
BAT nexus for the corpriratum. 

•\ prevwmsiy-publishcd Center on Budget and Policy l’n«innes report pnnides an overview anvl 
.inolysis of rhe proposed IcgisLmon. (Sec "Pnipcjsed 'Busmess Nctivity 'I'xx Ne.xus’ l.egislinon 
Would Senoualy Undermine State Taxes on Corporate Profits and I larm the liconomy,” updated 
April 13. 201 1. \v\v\v.Lbpp.my/fi-24-lf8stp.p ilf. I fcreafler referred to as the. “(‘eiitcr’s analysis of 
B ATSA.”) lliat rep*.»rt focused on the adverse impact of BATSA ^jn the ro enue-roising capacity 
and fairness of state corporate income cixcs. 
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Ihis report has a different objective; to rebut tlie key claims made by tlie proponents of BA'l'SA 
as to why its enactment is necessary. (Readers unfamiliar witli tlie business activity tax nexus issue 
mav find tliis report more useful if they have dreadv read the previous Center analysis of BA'l'SA.) 
This report will demonstrate that the sometimes reasonable-sounding arguments offered in support 
of the legislation actually have little merit and are mainly a smokescreen to obscure tlie corporations’ 
straightforward goal of cutting their state tax payments. 

Tlie following arc the key arguments offered in support of the enactment of BATS A, paired with 
rebuttals. 


Claims About Why the Bill Is Needed In General 

Claim: 

B ATS A establishes a “physical presence” nexus threshold for state B ATs. Such a threshold is fair 
because businesses don’t benefit from public sendees to any meaningful extent in states in which 
they don’t have employees or facilities ;.uid therefore shouldn’t be obligated to pay anv BAT to such 
a state. 

Rebuttal: 

• BATS A does no! establish a “physical presence” ncxtis threshold. A tme “physical presence” 
nexus standard would provide that a corporation that has employees or properp^ in a state is 
taxable there and a corporation that is not phv’sically present is not taxable. Tn actualit}*, 

BiVTSA would allow corporations to have unlimited amounts of several categories of employees, 
agents, and propert}* in a state without establishing nexus tor business activifr taxes. For 
example, the bill would allow a corporation to have an unlimited number ot salespeople in a 
state using company-owaied computers and driving company-owned cars wdthout creating BAT 
nexus, as long as tlie salespeople worked out of their homes or visited from out-of-state. 

• Such employees and properp- are clearly benefiting from state -provided sctxnces like roads and 
police protection, negating the fundamental rationale offered tor BATSeV. 

• Out-of-state businesses often benefit substantially from public seiances provided by states in 
which they have no physical presence but do have customers, and can reasonably be expected 
to pay some amount ot business activity* tax to such a state. For example, when an out-of-state 
bank makes mortgage loans in a state, the value ot the houses that serve as collateral on the 
loans depends critically on the quality of local schools where the home is located, and the 
collateral itself is protected by local police and tire services. iVIoreover, banks use the local 
court system to foreclose on the loans if borrowers don’t repav. The provision of such services 
|ustifies the payment of some income tax by the bank to the states where its borrowers are 
located, noPvithstanding its lack ot a physical presence in such states. 

• In most states the amount of income tiix a corporation owes substantially depends on the 
amount ot physical presence the corporation has in the state; the more employees and property^ 
the higher the tax payment. That is appropriate under the “benefits received” principle of 


2 



207 


taxation, because businesses are likely to benefit more from public services the more workers 
imd property they have in a state. But to suggest that a non-physically-present business should 
have no nix obligation to the state is unreasonable given the tact that it is earning income in the 
state and benefiting from sennees provided by^he state.^ 

in Its 1992 Quill decision, the L'.S. Supreme Court said explicitly that a non-physically-present 
mail-order companv that purposefullv avhled itself of a consumer market in North Dakota ivas 
benefiting sufficiently from public sendees provided by that state to be fairly required to collect 
and remit sales taxes to tliat state. The fact diat the decision nonetheless upheld a “physical 
presence” nexus tlireshold for sales taxes was based on the court’s eiesire to protect interstate 
commerce generally from excessive sales tvtx compliance burdens, not on the grounds of 
unfairness to the Quill Corporation itself. 


Claim: 

BATSA is needed to “codify” federal and state court decisions that strongly imply that “physical 
presence” is the nexus threshold for BATs under the U.S. Constitution, because a small number of 
recalcitrant, aggressive states refuse to accept the clear message being sent by the courts. 

Rebuttal: 

• I wo L'.S. Supreme Court cases, IhAh/g)' v. Ciravec (19.'^7) and InrernationalHa-n-ecter (1944) make 
clear that a person or business that receives income that has a source m a particular state need 
not be physically present in that state for the state to tax the income. Perhaps with these cases 
in mind, the L'.S. Supreme Court stated in its VHIilQjall decision: “|\X'|e have not, in our review 
of otlier types of taxes, articulated tlae same physical-presence [nexusj requirement . . . 
established for sales and use taxes. 

• State courts are split on whether a state can impose a B Al' on a non-physically-present 
business, but at tins point in time 1 1 state courts have held tliat they can and only two have held 
that they can’t.’’ Moreover, the six most recent cases have sided with the states’ position that 
physical presence is required for BAT nexus.' 


Claim: 

BATSA IS needed to reverse those state court decisions that have held that physical presence is 
notree[uired forBAT nexus, because they likely were wrongly decided, in the 1 992 decision, 
the LAS. Supreme Court held that an out-of-state business must be physically present in a state 
before it can be required to collect and remit sales tax to that state. I -ogic demands that the nexus 
threshold for BATs be al teasl “physical presence,” because a BAT is imposed directly on the 
business and comes out ot the business’ pocket, while a sales tax is merely collected from the 
customer by the business. 
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Rebuttal: 

♦ As explained above, the “physical presence” nexus threshold established in was based on 
the Court’s desire to protect interstate eomincree from excessive sales tax co^pliancchur^cnz^ 
not on any concerns about tlie economic burden on tlie company itself. Sales taxes have a much 
greater potential to interfere with a business’ eng-aging in interstate commerce than corjiorate 
income taxes and other BATs do, because a company that is obligated to collect sales taxes 
from customers on behalf of a state must engage in numerous activities before it makes a single 
sale, for example, it must register as a sales tax collector, it must identify every one of its 
products and its customers as taxable or tax-exempt, it must program its accounting system to 
charge its taxable customers the proper tax, '.and it must actually collect the tax from them and 
maintain records to demonstrate to an auditor that it has done so. Tn contrast, the only thing a 
company must do to comply with a BAT is properly fill out its tax return based on its general 
books and records. Given tlie greater burdens of sales tax compliance as compared to BAT 
compliance, one could reasonably argue that it is appropriate to have a nexus threshold 
for a sales tax than for an income tax or other BAT. 

• Tt could also be argued that the sales tax nexus tlireshold should be higher tlian the BA T 
tlireshold because in the case of the sales tvix a business is being “drafted” to collect a tax that is 
actLially owed by the purchaser and that the state would be capable ot collecting directly from 
the purchaser (with sufficiently intrusive auditing). Tn contrast, a. B AT is the legal liability of the 
business being asked to pay it; tlaere is no otlaer party from whom the tax could be collected. 
(One could not reasonably ask the in-state purchaser to estimate profit earned on her 
purchase and send the tax due on it to the borne-state tax agency rather than to the seller.) 

Thus, if states arc to have the right to tax income earned within their borders by individuals and 
businesses alike (and no one proposes that they be stripped of this long-established right), and 
if businesses are capable of earning such income witliout being physically present (which tliey 
arc), It IS illogical for states to be barred trom taxing that income merely because the business is 
licit physically present within the state. 


Claim: 

The principles of federalism embodied in the U.S. Constitution, which vests in Congress the 
autlionty to regulate interstate commerce, demand that Congress enact legislation to establish a 
uniform national BAT nexus standard. 

Rebuttal: 

• No one questions the authcinm ot Congress to enactlAATS A; the debate is over the wisdom ot 
Its doing so. 

• “Federalism” is not merely about tlie mechanical division of authority between the federal 
government ;.uid the states. Its principles also encompass notions of deference and comity' 
toward states on the part of the federal government. State and local governments are partners 
with the federal government in providing essential government sendees like education, health 
care, and transportation, which diey cannot provide if dieir powers of taxation are unduly and 
unnecessarily interfered with. Congress has enacted severed laws limiting state taxing powers 
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tliat have spawned substantial, costly litigation and led to adverse, unanticipated consequences 
for states because Congress did not take adequate care in drafting them. BA'i'SA has the 
potential for many such problems. Congress should therefore give great deference to state nix 
policies absent a compelling showing that they arc contrary* to the national interest. 

• Federalism is often justified as a means of keeping government “close to the people” so that 
elected officials can be held accountable to citizens. I'ederal preemption of state taxing powers 
violates this goal, because it enables Congress to proAdc tax cuts to business interests at state 
expense with no accountability^ for any adverse consequences that result- It will be state 
officials, not members of Congress, who will be blamed if public services ate reduced or 
household taxes are increased to compensate for tax cuts that have been provided to businesses 
by BATS A. Thus, the enactment of BATS A would undermine a key objective of federalism. 

Claim: 

B ATS A is needed to stop states from asserting that they have the right to tax corporations that do 
no production witlain their borders but merely have customers there. Such a position is illegitimate 
because corporations earn income only where they produce goods and services, not where they sell 
them. 

Rebuttal: 

• The corporate income tax laws of virnially* all states incorporate provisions of the Unitcinn 
Dtihsion of Income for Tax Purposes Act (UDTTP A). UDTTPA was promulgated in '1957 as a 
model state law for dmding corporate profits among die states for tax purposes. UDlTPAwas 
developed in a joint business-state task force, and it explicitly recognized making sales as an 
activity that contnbutes to the generation of business profit. Thus, in making the above claim, 
BATS A proponents are seeking to deny the existence of and reverse a 50-year-old consensus 
between the business community* and state tax officials concerning where profits are earned. 

• Much more recently, in the early 1990s, the Multistate Tax Commission (a joint agencT of state 
tax departments), developed model rules aimed at clari tying where profits frcim such sendees as 
banking, publishing, and radio and TV broadcasting should be deemed to be earned. The 
traditional rules had assigned such income to tlie states in which tlie production of tliose 
sennees occurred. The new niles developed by the \TTC assign that income, to a much greater 
extent, to the states in which the customers of those businesses are located. Several 
corporations playdng a. prominent role in lobbydng for BATS.A supported the adoption of the new 
M'i'C rules covering tlieir industries.^ Thus, the claim tliat “corporations only earn income 
where they produce, not where they sell” is completely inconsistent wath the explicit position 
taken by many of the bill’s proponents as recently as 15-2(J years ago. 

• Many corporations supporting BA'i'SA have actively worked to enact legislation at the state 
level that is based on the premise that corporations e;,irn profits only in the sfcites in which they 
sell, and no! at all in the states in which they produce (see: vw’av . t • bpp . o rg; / 1 - 26 - 0 5 s fp . I'l tr r i) . 
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Claim: 

Under international tax treaties that apply to national cor\'>otAte income tixes, the nexus threshold 
for multinational corporations being taxable in another country is a '‘permanent establishment” (PR), 
tliat IS, a bnek-and-mortar facility. This is a further demonstration tlaat tlae “physical presence” 
standard that BATSA would implement is an international norm for coqiorate income tax nexus. 

Rebuttal: 

• I'he PH threshold is part of a U.S. international tax structure tliat is completely different from 
tile structure of state corporate income taxes and therefore is irrelevant to the nexus rules that 
should apply to mulristatc corporations. For (.rxamplc, since U.S. -based corporations are subject 
to tax on their world^vide incomes, PF. rules affect only wbere a. U.S. corporation’s profits are 
taxed, not ^'they are taxed. In contrast, if a federal nexus law blocks a state in which a 
corporation has customers but no direct physical presence from taxing that corporation, a 
significant share of that corporation’s profit is likely to be completely untaxed by any state. 

(See: \^n\-v.cbpp.orr'/ 12- lh-0Srax.htm .) 

• Ihere are a significant number of policymakers who question the continued appropriateness of 
the PF standard tor national-level corporate income taxes.'’ Fc>r example, a recent report of an 
Organisation for Fconomic Cooperation and Development task force noted: “An enterprise 
now has the ability to electronically project a business presence to almost any comer of tlie 
globe and to deliver many products and services electronically. Hnterprises no longer need to 
establish branch offices, staffed with people who can premde local sennees or tace-to-face 
contact, in each of its major markets. Tlie need for a human presence (and supporting physical 
infrastructure) in diverse locations may be much reduced. In these circumstances, these [task force] 
members questioned irhetber a taxing threshold built on physical presence of an enterprise remains appropriated 
[F.mphasis added.] The fact that the task force recommended no change in the PF. nilcs was 
attributable to its inability* to agree on an alternative likely to be widely adopted, not on a 
consensus that the PF niles themselves remain correct.' 


Claims About the Need for Specific Provisions of the Bill 

Claim: 

BATSA contains reasonable “safe harbors” that allow a corporation to have a “de minimis” 
amount of phy^sical presence in a state before establishing nexus. The provision of BATSA that 
alloAvs a corpciration to have cmployxies or property in the state tor up to 14 days in a tax year 
without creating nexus is such a reasonable “de minimis” threshold. 

Rebuttal: 

• 'i'he 14-day safe harbor is completely inconsistent with the underlying rationale for BATSA, 
which is that a corporation’s tax obligations to a state should be balanced with the benefits it 
receives from public sendees provided by the state. For example, BATSA immunizes a 
corporation Avith lOU employees in a state for 14 days trom all BATs, while a corporation wnth 
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just one employee in the state for 15 days could be required by a state to pay the BAT. Clearly, 
tlie first corporation is benefiting more from police, fire, transportation, and other services 
provided to its employees than is the second corporation, and yet it is the first corporation that 
BATSA exempts from taxation. 

Ihe other safe harbors in BAl'SA are just as illogical and inconsistent with the fundamental 
rationale offered for the bill, i'or example, having a million dollar’s worth of inventory in a 
state that is being stored at an order-fulfillment warehouse run by a business like UPS or 
Federal Express does not create nexus under BAiSA, but owning a building in the state tliat is 
wortli a million dollars does create nexus. There is no reason to believe that the value of police 
and fire protection being provided to both types of property is any different, yet one type of 
property creates nexus under BATSA and the otlier doesn’t. 


Claim: 

Public Law 86-272 was enacted by Congress in 1959 and decrees that a state may not impose a 
corporate income tax on an out-ot-statc business whose only acbvip^ within the state is soliciting 
sales of tangible goods (including through the use of a traveling salcsforcc), if the orders arc fulfilled 
from an out-of-state shipment point BATSA is needed to “modernize” P.L. 86-272 by extending it 
to all BATs and to sales of services in addition to sales of goods. 

Rebuttal: 

• P-L. 86-272 was intended to be a temporary measure to hold a 1959 Supreme Court decision in 
abeyance. That decision signaled the end of a now completely discarded Supreme Court 
doctrine holding that states couldn’t tax interstate commerce at all. P.T.. 86-272 is an obsolete 
nexus law that violates the core rationale offered for B ATSA: that only physically-prcscnt 
businesses should be subject to a BA'f because only such businesses benefit from public 
sennees. P.T.. 86-272 nolates this principle because it allows a corporation to have an unlimited 
number of salespeople in a state and an unlimited amount of goods cn route to customers in an 
unlimited number of company-owned trucks and yet still not create corporate income tax 
nexus. P.L. 86-272 should be repealed, not broadened, even under a true “physical presence” 
nexus standard. Tts extension to sales of sennees and other BATs would be the opposite ot 
“mod ernization.” 

• Extending P.L. 86-272 to tlae sale of sennees would be problematic and likely to spawn 
considerable litigation. In the case ot a sale of goods, it is possible to draw the line betv'een in- 
state solicitation of an order and tultillment of the order from an out-of-state origmabon point 
with reasonable objcctivitvn That wall not be true with the sale of sendees in many instances. 
For example, if a credit card holder uses her card to borrow cash from an out-of-state bank at 
an in-state ATM machine, is the sendee “fulfilled” in-state where the cash is delivered (which 
the state is likely to assert) or out-of-state at the credit card company’s computer senna that 
electronically' “authorizes” the loan (which the bank is likely* to assert)? Costly litigation will 
have to resolve many such quesbons if BATS A extends P.T-. 86-272 to sellers of sendees. 
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Claim: 

_\Lmv states t^ike the position tliat if a corporation engages in solicitation or otlier market- 
enhancing acti^nt}' within its borders on behalf of an out-of-state corporation, that creates nexus for 
tlie out-of-state corporation. BA'i'SA is needed to stop states from aggressively and unfairly seeking 
to “attribute” nexus from one coqioration to another in this manner. “Attnbutional nexus” is unfair 
and unreasonable because the state can tax the income of the in-state corporation and shouldn’t be 
allowed to tax the income of the out-of-state corporation as well. Therefore, BATSA appropriately 
provides tliat tlie “market-creatnig” and “market-maintaining” acti-nties of an in-state agent never 
establish nexus for tlie out-of-state company on whose behalf tlie agent is working if the agent 
represents at least Kvo different clients. 

Rebuttal: 

• 'ihe L'.S. Supreme Court upheld the fairness of “attributional nexus” for BAl's in a decision 
issued more than 20 years ago.^ Tn an even earlier sales tax ncxns case, the Court obsetx'cd that 
allowing a corporation to avoid nexus in a state by having “independent contractors” act on its 
behalf ratlier tlian using its own employees “would open the gates to a stampede of tax 
avoidance.” 

• The provision of BATSA blocking “attributional nexus” seeks to undermine the fundamental 
and longstanding operation of state corporate income taxes. Such taxes do not seek to divide 
marketing activities conducted in one state from production activities conducted in another. 
Rather, once a manufacturer (for example) establishes ncxns in a state, that state taxes an 
apportioned share of the natiomvidc activntics of the business, from the purchase of raw 
materials up to and including the final sale of tlie product to the ultimate customer. Under such 
a system, it makes no sense to bar a state from being able to tax a share of the profit earned 
from the manufacturing aetiwties merely because the m-statc marketing activities were 
conducted by a third party* rather than the manufacturer’s own cmplciyues. F.vcn worse, under 
BA'I'S A the “market-creating” activities could be conducted by a wholly-owned and controlled 
subsidiary of tlie manufacturer and not create nexus for the latter, if the goods were produced 
by tivo nominally separate subsidiary- corporations. (Sec: wn.w.v.cbpp.org'/6-24-0Ssfp.pdl' . p. 4.) 

Claims About Alleged Harms that the Enactment of BATSA Will Stop 

Claim: 

Bv establishing a cleim nationalh'-applicable. physical-presence nexus stimdard, BATSA will 
substantially reduce the amount of nexus-related litigation that is occurring. 

Rebuttal: 

• BATSA contains numerous undefined terms that will generate considerable litigation, just as 
P.I.. 86-272 has generated — and continues to generate — substantial litigation. For example, 
BA'i'SA includes a provision declaring that nexus is not created by the in-state “conduct [of] 
limited or transient business activity” with no definition ot “limited” or “transient.” Because 
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Congress failed to define the key “safe harbor” provision in P.L. 86-272 — “solicitation” — 
constant litigation occurred for more than 30 years until tlie L'.S. Supreme Court accepted a 
case that offered some (minimal) guidance. BA'l'SA will generate even more litigation than P.L. 
86-272 did, because it is a mueb more far-reaching and complex bill. 

A comprehensive law review article documented 37 reported court cases involving disputes 
over the application of P.L. 86-272 as of 2003, and occasional cases have occurred since.^ 
BATSA proponents can cite approximately 20 BAT nexus cases that do not involve P.I.. 86- 
272. Thus, die claim of BATSA proponents diat “Public Law 86-272 has generated relatively 
few cases, perhaps a score or two . . . [whilej areas outside its coverage have been litigated 
extensively” is false. 

As documented in the Center’s analysis of B ATS A, enactment of the bill will open up 
enormous opportunities for corporations to shelter dieir profits from taxation in many of die 
states in which they are earned. As a result, states will have no alternative but to use every legal 
means at their disposal to protect their tax bases. BATSA therefore will not reduce litig-ation 
bctivccn states and taxpai'crs, but — at best — merely displace it from ncxais cases to cases 
challengng die use of diese “fallback” approaches- for example, many states have 
discretionary authority to treat in-state and out-of-state subsidiaries for tax purposes as if diey 
are one corporation but rarely use it because its exercise is almost always challenged m court. 
Because of the damage that will be done by BATS A to their revenues, states arc more likely to 
use this audionty, witii additional litigation resulting. 

The enactment of BATSA will nc>t bring nationwide uniformip^ to nexus law. BATSA’s 
provisions will be interpreted by state courts and, just as occurred under P.1,. 86-272, state 
courts will reach different conclusions about what die provisions mean. Only a U.S. Supreme 
Court decision interpreting BA'i'SA can provide a measure of national nexus law unifomiity, 
and in the more than 50 year history of P.T,. 86-272, the Court has accepted a single appeal 
from a state P.I.. 86-272 case of general applicabiligy^^ 


Claim: 

BATS A is needed to prevent “double taxation” of corporate income, which is burdening 
corporations and stifling commerce. 

Rebuttal: 

• Proponents of BATSA have not provided any concrete examples of corporations subject to 
double taxation of their income. In fact, as explained in another Center report, BATS A is likely 
to have ]ust the opposite cftect, vastly increasing the share of U.S. corporate profit that is 
“nowhere income” not subject to tax by any state. (See: w\w.v.cbpp.org'/ 1 2- j 3-03tax.htm .)i 

• Restricting state tmng jurisdiction is an unnccessan' and excessive mechanism for preventing 
double taxation of corporate income in any case. The potential for such double taxation can be 
substantially eliminated by states adopting uniform “apportionment” mlcs governing the 
division among the states of die profits of multistate corporations. Yet, as documented in the 
report cited in the previous paragraph, many BATSc\ proponents have been instrumental in 
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pushing states toward non-uniformity in their apportionment niles. In short, offering “double 
fixation” as a justification for BA'i'SA is both unsupported by facts and hypocntical. 


Claim: 

BA'i'SA is needed to prevent “fixation witliout representation.” Businesses have no politick 
representation or iiiRuencc in states in wliicli they have no physical presence and will be subjected to 
unfair tax burdens if they are subject to taxation in such states. 

Rebimal: 

• This argument has been forcefully rebutted by leading state tax experts Walter TTellerstein of the 
University of Georgia Law School and Charles _McLure of Stanford University’s Jloover 
Institution.'' 'i'hey note that corporations don’t have the right to vote. In addition, states have 
an unquestioned right to tax the income earned \nthin their borders and propert}- owned there 
by non-rcsidcnt indiiiduah who also don’t have the right to vote in states in which they arc 
subject to taxation. In short, “no taxation without representation” as an argument for BATSA 
IS a red herring. 

• TTellerstein and McT.ure also obscn^c that because the courts have made clear that states may 
not ciiscniniiiate in tlieir tax policies against out-of-state businesses, lobbying by in-state 
businesses (which clearly do have significant political influence in a state) against onerous ntx 
policies also protects the interests of out-of-state businesses. 


Claim: 

There is a disturbing trend of states raising revenues through aggressive assertion of nexus over 
out-of-state companies with little or no presence within their borders, which the states then use to 
finance economic cievelopment tax brealcs to corporations tliat do have substantial property or 
employees vnthin the state. ThATSA is needed to put a stop to such discrimination in favor ot in- 
state finris at the expense of out-of-state firms. 

Rebimal: 

This is an ironic argument tcir BATSA proponents to make: 

• A number of corporations supporting BA TSA have worked actively for an increasingly 
common change in state tax policy that, in the name of economic development, is explicitly 
aimed at shifting the corporate income tax burden off of corporations with a substantial 
physical presence in a state and onto out-of-state corporations with little physical presence in a 
state. (See; v--\vw -cbpo.org/ \ -26- 05sip.htm -) hor example, Bayer Corporation, Dick’s Sporting 
(joods, (7cncral Electric, The Walt Disney Company, imdjohnson & Johnson are members of 
coalitions that have actively lobbied for this policy (a “single sales factor apportionment 
fonnula”) in Pennsylvania and California.*^ 

• Many business organizations supporting BiVTSA also sought the enactment ot the “Economic 
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Development Act of 2005” (S. 1066/iLit. 2471). llie goal of this bill was to preserve existing 
state economic development tvix incentives. Ihe ilDA was aimed at stopping challenges to t-nx 
incentives based on the argument that they discriminate against out-of-state businesses in 
violation of the Constitution’s Commerce Clause. Tn other words, the many B ATSA 
proponents tliat also supported tlie EDA tried to pnsm'i.’ tlie nght of states to discriminate in 
favor of in-state businesses by providing them with tax breaks. 

BATS A Itself lias one proAsion that intentionally discriminates against certain out-of-state 
businesses in the name of state economic development- In order to help states drum-up 
business for in-state corporations from out-of-state corporations, BATSA declares that physical 
presence in a state in connection with being a purchaser from an in-state business is not nexus- 
creating. This proAsion discriminates against out-of-state businesses that may have an 
equivalent number of employees or an equivalent amount of propert}* in a state but will not be 
protected by BATSA from state taxation because tliat physical presence is involved in selling to 
'.m in-state business. 


Claim: 

The aggressive efforts of state tax administrators to assert nexus over corporations that merely 
have aistomcrs within their borders arc creating enormous uncertaint}* for these businesses about 
tlieir BAT payment obligations. This uncertainty is “chilling. . . interstate economic activity,” 
encouraging L'.S. coryiorations to invest abroad rather than here, and discouraging foreign 
corporations from investing in the United States. 

Rebunal: 

• BATS A proponents substantially exaggerate both the nexus entorcement efforts of state tax 
officials and the uncertaint}' surrounding the state of BAT nexus law. There is no uncertaint}* 
about the nexus mles that apply to businesses that conduct the vast ina.jorit}' of transactions in 
tlie L'.S- economy. P.L. 86-272 governs tlie application of state corporate income taxes to 
sellers of physical goods, and state tax officials can’t get around it no matter how “aggressive” 
they might like to be in theoryc Where P.I.. 86-272 doesn’t apply, there is little ambiguiU' in 
practice, because the majority of transactions arc made with some in-state physical presence of 
tlie selling corporation (which clearly creates nexus). The majonty of court cases and 
enforcement actions that have been initiated by states to compel income tax payments by 
allegedly non-physically-present corporarions have been aimed at nullifynng a single, abusive tax 
shelter that, in fact, relies on the phyyiical presence within the state of the out-of-state 
corporation’s trademark.' ' 

• Tn the 1 1 years that ITATS A has been under consideration in Congress, and with all the millions 
of businesses operating in the United States, B ATS A proponents have managed to come up 
with a single, concrete example of a company tliat allegedly has decided not to malce cross- 
border sales into a (single) state because of the state’s assertion of nexus (wer it, despite its lack 
of physical presence within the state. The isolated small sennee business aside, it is highly 
implausible that large, national businesses arc constraining their own growth by deciding not to 
do business in particular states because of BAT nexus issues. Where are the examples of 
national fast-food chains that refuse to license franchisees in particular states because of fears of 
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assertion of nexus over the franchisor? Where are tlie examples of national banks tliat won’t 
issue credit cards to residents of particular states because of nexus concerns? Until such 
examples are provided and documented, claims that interstate commerce — and therefore |ob 
growth — IS being significantly stif cd by concerns about creating BAT nexus in additional states 
should not be given any credence. 

If anything, the enactment of BATSA is likely to harm the economy by providing a disincentive 
for optimal business location decisions. As the former Director of the Oregon Department of 
Jlevenue has argued: 

[IJn an era when companies can moke substantial quantities of sales and earn 
substanrial income within a state from outside that state, the concept of “physical 
acrivity” as a standard for state taxing authorit}* [nexus] is inappropriate. ... If a 
company is subject to state and local taxes only when it creates jobs and facilities in a 
state, then many companies will choose not to create additional |obs and invest in 
additional facilities in other states. Instead, many companies wall choose to make 
sales into and earn income from the states without invesring in them. If Congress 
ties states to physical activity concepts of taxing jurisdiction, Congress will be 
choosing to freeze investment in some areas and prevent the flow of new technology 
and economic prospent}* in a balanced way across the nation. 

BATSA proponents argue tliat the bill is needed to prevent “aggressive” state assertion of 
nexus from stifling interstate commerce, which they suggest is synonymous with interstate sales. 
They completely fail to acknowledge that interstate commerce also encompasses interstate 
investment and job creation, and that BATSA has the potenrial to discourage this by creating an 
artificial, tax-based incentive for corporations to tap into the consumer market in a state 
without placing facilities and ]obs witliin tlie state’s borders. 

This same logic undennines the (unsubstantiated) claims that nexus uncertaintv' is encouraging 
U.S. businesses to produce abroad and discouraging foreign direct investment in the United 
States. If anytliing, it is much more likely tliat tlie enactment of BA'i'SA would have tliese 
effects. BATSA would allow both foreign subsidiaries of U.S. -based corporations and tcireign- 
based corporations to conduct more activities in the United States to “establish and maintain” 
their markets here without creating BAT nexus. This could encourage them to filfll U.S. 
demand for tlieir goods and services tlirough export from foreign factones and other facilities 
rather than prciducc those goods and services here with Amcncan workers. Moreover, the data 
on foreign direct investment do not substantiate the claim that BAT nexus “uncertainty” is 
putting a “real damper” on foreign direct investment here. While such investinent fluctuates 
enormously from year to year and remains below the peak year of 2000, it rose steadily from 
2002 through 2008. For 2008, foreign direct investment in the United States remained well 
above the level ot the early 1 990s, when a few states began to enforce the allegedly aggressive, 
“economic presence” approach to defining nexus. 


Claim: 

If the state nexus tlireshold for tlie imposition of a BA'i' is not raised at least as high as die 
provisions of BATSA, the U.S. economy and U.S. corporations arc at substantial risk of retaliation 


12 



217 


from foreign governments tliat are angry tlaat corporations headquartered in tlieir nations can have 
income tax nexus in a state without having a “permanent establishment” in the United States. 
I'oreign governments might also seek to renegotiate their tax treaties with the United States to 
eliminate the PF. threshold. This would free them to impose their national-level corporate income 
taxes on non-physically-present U.S. corporations, just as states are imposing tlieir income taxes on 
non-physically-present foreign corporations. Thus, “[ejnactment of BA'i'SA, which includes a nexus 
standard that is analogous to those found in U.S. tax treaties, is essential for ensuring that the 
current international system of taxation remains intact.”^^ 

Rebuttal: 

• BATSA proponents have presented no evidence to back up their claim that the United States is 
at risk of economic harm due to retaliation from foreign governments angered by state nexus 
standards tliat differ from “permanent establishment” rules. I'o the contrary, a report issued 
periodically by the iiuropean Union details U.S. federal and state policies that the UU views as 
trade bamers but makes no mention of state nexus standards — even as it docs object to other 
state tax practices.^'' 


• State nexus thresholds have been far lower than the Pii, standard for decades. I here is no 
ewdence that torcign governments have ever actively sought to renegotiate the tax treaties to 
eliminate the PF. rules so that they could apply their national-level taxes to non-physically- 
present corporations in retaliation for state nexus thresholds tliat are lower than tlie PK rules. 
In any case, the federal government w'ould be under no compulsion to accept a demand from 
foreign treaty partners that the PF standard be eliminated. 
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Notes 


‘ Two leading experts on state taxation concur: 

I'his line of reasoning is indefensilile, whether the lienefits corporations receive are defined broadly, to me:ui the 
ability to earn income, or defined more iiaiTowly to mean specific benefits of public spending, one of which is the 
intangible but important ability to enforce contracts, without which commerce would be impossible. A profitable 
corporation clearly enjoys both ppies of benefits. If is true that in-sfate coiporations may receive greater benefits 
than thcir out-of-statc counterparts, for example, because they have physical assets that need fire and police 
protection. But that is a question of the magnitude of the benefits and the fax that is appropriate to finance them — 
something that is properly addressed by the choice of appiortionmcnt fonmila and the tax rate, not the type of 
yes/no cjucstion that is relevant for issues of nexus. The answer must clearly be a resounding yes to the question of 
whether the state has given amThmg tor which it can ask in return. 

Charlcs i-. McLurc |r. and \X 'alter Hellers tchi, "Congressional hitcrvaition m State i'axation: A Normative Analysis of 
Tliree Proposals,” Slale ’L'ax AVi/e.r, March 1, 2004. p. 721. The article was sponsored by the Karional CSovemors’ 
Association. .Mel .urc is a Senior h'dlow- with the Hoover Institution at Stanford University and u-as Deputy Assistant 
Secretary' of the Treasury' for Tax Analysis duruig the Reagan Administration. Walter Hellers rein is Francis Shackelford 
Pi'ofcssor ofTaxation at the University of Georgia I.aw' School and author of the most wcll-knowm legal treatise on state 
taxation. 

- It IS tme that the \Y'hilmy and \nteniaiJoiial Ht/raw/o" cases focused on whether New A'ork and ^Xisconsin, respectively, 
had die right to ta-x die income of die out-of-statc rccipiaits rather than assert ta-xmg junsdicrion over die recipients 
themselves. If is also true that both cases were decided before Oidll fudculated a novel legal principle that the Due 
Process and Commerce Clauses of the Consritudon imposed their own — and different — nexus requirements for state 
taxation of out-of-state corporations. Nonetheless, given the Courfi s explicit statements ui jOa//7that its earlier cases had 
not established a physical presence nexus threshold for taxes other than the sales tax. it arguably is more likely than not 
that states have the authonty^ under current constitutional law, at least m certain circumstances, to impose business 
activity taxes on income earned bv noii-physically-present companies. 

I'hat conclusion was supported by the late Icromc I Icllerstcin, widely rccognixcd as one of the preeminent experts of the 
last .50 years on constitutional law bearing on state faxing aufhorityc In lui article WTiften ctfier \\i*: Quill decision, he 
stated: "The U.S. Supreme Court has made it clear that the presence of the recipient of income from intangible property 
m a state is ;w/ essentiiil to the state’s income Tax on income of a nonresident.” 

Tn short, the Supreme Court detemiined long ago that, at least in certain circumstances, it is entirely fair for a state to tax 
die income earned widiui its borders by a non-physicallv-prcscnt person or busmess. 

’ Courts 111 Illinois. Iowa. I aauisiana. .Maryland. .Massachusetts, New Icrscy. New .Mexico, North Carolina, Oklahoma, 
South Carolina, and West Virt^nia have held that physical presence is not required for BAT nexus. Courts in Tennessee 
and Texas have held that it is. .A Missoun case cited by B.ATSA proponents as supporting their position was decided on 
state law grounds havuig nothing to do with nexus under the Constitution. An Mab:una case thev also cite w as 
effectively reversed by a subsecpient decision. 

"^The six most recent decisions in Iowa, Massachusetts, New Jersey, North Carolina, Oklalioma. find West Virginia have 
all sided with the states’ positions that a business need not be physically present in a state to have B.AT nexus there. The 
Massachusetts, New lersey, North Carolina, ;ind West Virginia cases were till appealed to the IJ.S. Supreme Court, which 
declined to hear them. 

^ See a letter dated November 11, 1995 from Fred E. Ferguson of Arthur lAiidersen representing the Fintmaal 
Institutions State lax Coalition to the Chairman of the Multistate I'ax Commission in support of the proposed financial 
institutions apportionment regulation. The letter states: “ I'hc I 'IS 1 Coalition believes that the Apportionment Rules 
should serv’e as the model for unifomi state apportionment of income of financial institutions. We encourage the MTC 
to adopt the rules, recommend that its member states favorably consider the rules for adoption, and urge the MTC to 
seek uniform adoption ;imong non-member states as well.” The rules i lS'l endorsed included provisions assigning 
receipts Fi'om interest to the states in which a bank’s boirowers are located. Members of the FIST Coalition named m 
die letter mclude Citicorp/Citibiuik and Bank of Mncrica, botli of which now support BA ISA. See also a letter dated 
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April 16, 199i) from Riiurd Leegstra of Price Waterhouse to the AI'l'C’s General Counsel accompanying a “Proposal of 
the Broadcasters” dated Apnl 13. 1990 and drafted by the ABC and NBC networks. The proposal included a pronsion 
apportioning aclvertishig receipts of radio and television broadcasters based on the location of listeners/ viei^ ers. Botli 
letters are on hie m the heade^rirters office of the AITC. 

See: OLiCD, the Ctmeni RjiksJbr Taxwg Business VivfiUy\ppmpmte for 'E-CoriimercelV'\iX'A Report, 2006. Tor 

example, see paragraphs 43. 44. ,31, and 120. 

' See the source cited in the prevaous note. “For the [task force], hindainental changes should only be undertaken if 
there was a broad agreement that a particidar alternative was clearly superior to the cxistuig rules and none of the 
altematives that have been suggested so far appears to meet that condition. The need to refrain from hindamentril 
changes unless clearly supenor altcniativcs arc found is cspcciallv important since any attempt to change the 
fundamental aspects of the current international rules for taxing business profits would create difficult transition rules 
given the fact that m;uiy countries would likely disagree with such changes and that a long period of time would be 
required for the gi'adual adaptation of die existing nchvork of tax treaties.” 

^ Ty/erBipe v. Washington, 1987. In Tyler Pipe, the Court held that liiruig an independent representative in a state to solicit 
sales and conduct other activities that helped an out-of-state corporation create and maintain a market for its products 
was no different from having an employee m a state engaged in the same activities and did indeed establish BAT nexus 
for the out-of-state corporation, ihere was no suggestion whatsoever ui the case that the holding would have been any 
different if the in-state representative had solicited sales on beh;ilf of more than one out-of-state company; mdeed, the 
evidence strongly suggests that it did. The 'I'yler Pipe decision of the Washington State Supreme Court, which the U.S. 
Supreme Court reviewed, states that the Washuigton represeutadve of Tyler Fipe was Ashe and lones, Inc. of Seattle. 
Ashe and Jones was charaefenzed by Tyler Pipe as an independent contractor, suggesfmg that if solicited AX’ashmgfon 
sales on behalf of multiple out-of-state businesses. Ashe and Jones appears to have been at that time a typical 
“manufacturers’ representative” firm vhfh multiple clients. The company certainly has multiple clients today, mcluduig 
Tyler Pipe. Sec: w\v\v.allianccsalc::inv. comM;atici:saksnv,Lj;)Lj2.him . 

® Bradley \\- . joondeph, ‘AAre State Courts Biased Against 1 aspayers that Seek the Protection of Pederiil Law?” Slats Tax 
Siotes, October 27, 2003. Cases interpreting the application of P.T.. 86-272 since 2003 include Alcoa Building Productsx. 
Muss. Commissioner of BUrenue (2y»T5),Asker\- N.J. Diiision of Taxation ('2Ci05), luid Inora Diagnostics, Inc. v. Texas Comptiolkr of 
Puhlic Accounts (200 .3) . 

See. for example, footnotes 16 and 17 of the letter to the House Judiciary (Committee Subcommittee on Commercial 
and .Administrative I. aw m suppiort of BATSA from the Coalition on 'Rational and Fair Taxation dated April 13, 2011. 
lliose footnotes identify 13 cases litigated suice the decision, lliere have been about 10 additional cases not listed 
there Li Louisiana, (.)klahoma, low'a, ;uid Washington. 

'' See: Wisconsin Dept. ofP^venue. v. William Wrigfej, Jr., Co., 1992. In 1972 tlic Supreme Court had heard a case on a very 
narrow issue involving the mtemcrion between Public Law 86-272 find stare regulation of the sale of alcohol. 

See the source cited m Note 1. p. 735. 

Baver Corporation. General Flcctnc. Johnson & Johnson, and Dick’s Sporting Goods were members of the 
CompetePA coalition Inbbv’iiip' tor the so-called single sales factor apportionment” incentive in Pennsylvania. See: 
""'n ui _ryt n “n_!- _Ji a r pi_(L'i umjaet- •*<_ 'Jitj ‘lu'lenfoers.palt. 

Inhiisoii 6c loluisoii and Walt Disnev were members of tlie Loithtion tor a Competitive Cabfoniia” lobbying for single 
sales factor legislation there. See Report of Leiblmng t-oalifion” tor the first ejuarter of 2008, avfiilable at cal- 

i vt I , h _ 1 X 1 ni 1 i~ i 32i)-'^ ly IT u iiii i~ o Tile lattci two companies also funded the “No on 24” 

campaign in the tail of 2tT0 opposmg a ballot measure that would have repealed California’s single sales factor law. ^AU 
hv L of this., e imp inn. v vre Mgn itoni, t i i June 12. 2C'08 letter in support of B ATSA sent to Representative John 
Conyers, then the t .hair of the House Judiciaiy Coininittcc. 

For a descnption of how this ‘intangible bolding company” tax shelter operates, see p. 3 of the Center’s analysis of 
BATSA, available at www.cbr-p.org/6-24 -OSsfp.pdt 
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' See the testimony of Carey J. Home on pp. 0-13 of the Sepfemlier 27, 2()0t> hearing on ll.R. 1956 before the 
Subcommittee on Commercial and Administrative T.aw of the House Ttididaiv Committee. H.R. 1956 was the version 
of BAi'SA mtroduced ui the lu9th Congress. 

Statement of Ehzabefli Hin'cheiiko before the Senate Committee on Ciommerce, Science, jmd Tirmsportarion, March 
14, 2001. 

Sec: Thomas .Anderson, “i orcign Direct Investment in die United States: New Investment in 2008,” Sumy ofCumut 
Business, lime 2009, p. .54. The Srst higJi-proSle attempt by a state to enforce ;m “economic presence” nexus strindard 
against a Delaware trademark holding company was the South CaroBna v. Geoffixj case decided by tlie South Carolina 
Supreme Court in 1993. 

See the source cited m Note 10. 

Sec: Huropean Commission, “United States Barriers to Trade and hivcstincnt, Report for 2008,” |iily 2009, p. 68. 
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PROPOSED “BUSINESS ACTMIYTAX NEXUS" LEGISLATION 
VVOULDSERIOUSLYUNDERMINESTATETAXESONCORPORATEPROFnS 
AND HARMTHE ECONOMY 

By Mjch^cl 


\ hill rvccnily riinmiducoil m The IImusc nl'Rcprciwmrifivrs v.Muld <fnp SMtes fheir 
airrenr ^urhenty rax n f>«r slian.- uf the pn*fits nf m»inv curpor.iti»rns rfi.ii *a- h.isixl i*ut-<jF-srarc 
Ihji il" Imsmess within their imrUers. Rcprrsenl'.irivc B< ih (JotHtl/itfi* ri*intrtii,luced the ’‘Business 
Activity Tax Stmpiirte.Kioii Aci" C‘BA*l‘S/\"), I l.R. 1439, on \pnl K, 201 1. ’Ihe Siihcominittceon 
r.omincraal and Ndmmisrr.iiive l.iw rif rlu' IliioxeJudicMn' Commirtcc hdd a iuMtin^ on the inll <>ii 
\pnl 13. 

H \TSA dednes many activities that corporations commonly conduct within a state as being nu 
longer sutTicient to ol>li|^itc the corporanon m pay several ditVerent kind.*( oF taxes to the state (or to 
Its li tcil governments). Moreover, if defines these “sate harinirs** from t.ix:ition m a highly 
,imlHgu>>us, .irlntraf) and inconststcnr manner. I’hese new restnctions on state and locd taxing 
authority Wfiuld have fiir'reachtiig, adix'rsc impacts iin the revenue-gmerartng capacity and Fairness 
ol state .ind local t.ix systems, llic most significantly affected raxes \v< luld lie corporate income 
!:ixcs levied by 44 states, the Disma oF(!olumbl;i. and New York (jt>. IF enacted. HA'I'SA wraikl 
have the Following effects: 

• The k^btion would cause state and local gtivcmmenis collccnvely to lose suNtanttal rax 
pajments hum out-iaF-statc corp'*raii«ins that would lie freed fmm their curri'nr oWigatnms M 
pay raxes on tlicir pn>fits .indgmss sales ni particular jurisdictions. A signihCiint share of 
cunrntly-taxahlc corporate profits would go unnixed by ufp stati-. leading to a net revenue loss 
For the states as a whole. Vccording to Congressional Budget Ofrlce estimate done in 2<M16 
on a Bulisramtally simiLir version oF die hill, stare revenue losses would gn>w to $3 hilliun 
.innually within five years oF enactment. 

States have already suFtcred massive loss of revenues as a result of the recession and slow 
recovery, \dditiunal loss of revenue in the next Few years would undermine state funding for 
education, health c»rc, jxihlic safety, uifrastnicturc, and oriicr services tmjiomint frtrsratw' 
long-term pnispenty. 
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• BATSA would block particular states from Kixing pjirticular corporations on income earned in 
those states. Rven it those corporations’ profits miglit ultimately be taxed by their home states, 
BATSA still would untairly deprive other srates and localities ot their right to tax the protits ot 
specific out-of-state corporations that benefit from services these jurisdictions provide. 

• BATSA Avould stimulate a wave of new corporate tax sheltering activaty aimed at cutting state 
and local business n,ix liabilities, which would stimulate demand tor tax lawwers and accountants 
but reduce economic productivity and competitiveness. 

• The legislation would mire state and local governments and corporations alike in a morass ot 
litigation over whether particular businesses are or -.-ire not protected from taxation under the 
numerous vaguely-defined provisions of B.ATSA — anotlicr outcome that would benetit 
lawyers and accountants at tlie expense of everyone else. 

• BA’i'SA would reward major multisfcite corporations that have the resources to engage in 
aggressive rax-avoidance bchaviorwith much lower tax burdens than thcirsmall, locally- 
oriented competitors, thereby handing small businesses a competitive disadvantage. 

Roc example, if BA’i'SA were enacted: 

• A television network would not be taxable in a sfcite even if it had afriliatc stations and local 
cable s)’stems thece relaying its programming and regularly sent employee.s into the state to 
cover sporting events and to solicit advertising purchases from m-statc corporations. 

• A bank would not be taxable within a state even if it hired independent contractors there to 
process mortgage loan applications and tlie loans were secured for homes located within tlie 
state. 

• A restiunmt fnmehisor like Pizza Hut or Dunkin’ Donuts would not be t,ixable in a state no 
matter how many Franchisees it had in the state and no matter how oFten its employees entered 
the state to solicit sales oF supplies to the franchisees or to tram the Franchisees in company 
procedures. 

These are just a Few examples of the types of corporations that would be protected From state 
corporate income faxes by the provisions of BATSA That cocponifions engaging in such extensive 
in-statc activities would be immunized From taxation suggests why a congrcssionally-imposcd 
business activiry rax (BA'i) nexus threshold even loosely Ixised on the current text of BATSA would 
be a prescription for further litigation, inequity among businesses, and erosion of a viral source of 
funding for state and local sendees. 

A compelling case for tighter federal limits on the autliority' of states to impose business activity 
taxes on out-of-stire corporarions has not been made. If, nonetlieless. Congress decides to act in 
this area, workable and fair alternatives to BA'i'SA are available. A proi'iosed taxing |urisdiction (or 
“nexus”) standard developed by the Multistate Tax Commission, for example, would base taxing 
authority^ on relatively objective measures of die dollar amount of a business’ sales occurring in a 
state, the dollar amouiiT of property located in a state, or the dollar amount of payroll paid to 
employees working in a state.^ Such an approach balances the legitimate objective of preventing 
states from imposing the burdens of complying with a business activity tix on a company that has 
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relafively liTfle in the state — and therefore little tax liahilitv — with the right of states to tax 

income earned within their borders by businesses that are benefiting From state and local semces 
and the organiTied marketplace the state provides. 


What Would BATSA Do? 

B ATS A would impose what is usually rcFerred to tis a federally-established “nexus” threshold for 
state (and local) B ATs. State taxes on corporate profits arc the most widely-levied state business 
actiidty taxes.- The term also encompasses such broad-based business fcixes as the New Hampshire 
Business Ihnterprise 'iax (a form of value-added tax), the Washington Business and ( )ccupatioiis fax 
and the Ohio Commercial Activities Tax (both arc taxes on businesses’ gross sales), and the Texas 
Franchise Tax (a modified gross sales tax). The “nexus” threshold is the minimum amount of 
actiwty a business must have in a particular state to become subject to taxation m that state. 

Nexus thresholds arc defined in the first instance by state law. State business tax laws set forth 
the types of activities conducted by -a business within the state that obligate the business to pay the 
tax. Tf a business engages in any of those activities within the state it is said to have “created” or 
“established” nexus with tlie state, and it tlierefore must file a tax return and pay any tax diat may be 
due. I'ederd statutes can mvalidate state ne.xus laws, however, and BAT'S.A proposes to do just that. 

BATSA proponents claim that the bill would impose a “bright-line,” physical presence 
requirement for BAT nexus.^ Tins claim implies that if a corporation has a physical presence in a 
state, it could be subjected to a BA'l' by that state. In reality, the bill would create a plethora of 
exceptions to a physical presence standard. Many types of clear and substantial physical presence in 
a state that establish nexus for a business under current state and federil law would no longer be 
sufficient to obligate the business to pay a B AT to the state. For example, a corporation would no 
longer have nexus in a state under BA'l’SA even if it had dozens of employees in the state 
negotiating purchases of supplies for the business or a million dollars worth of inventory’- in the state 
being stored at a third-party warehouse for local delivery- on demand to its customers. There is no 
question that such substantial physical presence in a state would establish BAT nexus for the 
corporation under current law. 

In 19.^9, Congress enacted a BAT' nexus threshold that was intended to be temporary’ (l^ut was 
never repealed) and that covered just two limited categories of in-state business activity. Public Law 
86-272 bars a state from taxing the profits of an out-of-statc corporation selling phy'Sical products if 
the business’ activities within the state are limited to soliciting orders for those products (using the 
mail, telephones, the Internet, or traveling salespeople) and delivering them into the state from an 
out-of-state origination point. BiVl’SA would vastly expand the reach of P.L. 86-272 by: 

• extending it to the entire seiahce sector of the economw, and 

• extending it from inconie taxes to all business activity taxes; and 

• establishing numerous new “safe harbors” from nexus (while retaining the s?afe harbors for in- 
state solicitation and delivery). For example, under BATSA a corporation could have an 
unlimited number of employees or an unlimited amount of equipment or other property in a 
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sfafe tor up to (and including) 14 days per year 'without establishing BAT nexus. 

(The Appendix to this report contains a more detailed discussion of the pro\nsions of B ATS A and 
die specific types of corporations and business acti-vities it would exempt from state and local 
business activity nixes, ihe Appendix Ls available at \vvv\v.cbpp.orp'/6-24-()Sslo-appenc.ii_\.pdt .) 

Adverse Impacts of BATSA on State Finances and Corporate Tax Fairness 

Replacing existing nexus laws witli tlie nexus tlireshold contained in BATSA would have a 
number of serious adverse consequences for state finances -.-ind tax fairness; 

• Snhslanlial Ari' fij mporaLe lax m'enue in Ihe a^n^ale. BATSA would cause a large majoriU' of 
states to lose substantial corporate profits tax payments (and other BAT pa\^ncnts as well) from 
out-of-state corporations thvit would no longer be subject to tax because of the higher nexus 
threshold that would be established by the bill. The untaxed profits frequently would not be 
taxed by the state(s) in which the corporations remained taxable, either, leading to a substantial 
net loss of corporate tax revenue for states in the aggrcgiite. 

> example. A iN-hirybind-based industrial equipment manufacturer takes its orders over the 
Internet but has nexus in every state in which it has customers because its employees install 
that equipment at its aistomcrs’ place of business. Under BATS A, this manufacturer could 
easily arrange to have corporate incoinc tax nexus only in Maryland. The bill provides tliat 
the use of vin agent in a state does not create nexus so long /Ls the agent has more tlran one 
client. I'he clients may be related to tlie agent through common ownership. The 
manufacturer could bring itself under this safe harbor by fonning one subsidiary to employ 
the equipment installers and two others to manutacture the equipment (say, one subsidiary 
to manufactLire Product A and another to manufiteture Product B). Such a restructuring 
would make the installation subsidiary the agent of two Icgally-distinct manufacturer 
“clients.” 'i'his would satisfy the terms of the “safe harbor” in BA'i'SA and block dl states 
except Mar^tiand from raxing the corporation’s profit from equipment sales. Beeause of 
how Maiytiand taxes the profits of multisKite corporations, none of the corporation’s profit 
earned on equipinent sales made to non-Maryland customers would be taxable in INtaryland, 
eitlier — meaning that tliis corporation’s total tax payments to the states taken together 
likely would drop precipitously.' Multiply this scenario by thousands of businesses in scores 
of stares, and it becomes clear that the aggregate loss of state corporate income tax revenue 
would be substantial. 

in 2006, the Congressiond Budget Office estimated that die enactment of B.;Vi’Si\. w ould lead 
to lost revenues “to state and local governments [that] would exceed $1 billion in the first full 
year after enactment and . . . likely grow to about S3 billion, annually, by 20 1 1 

• Indindual states deprived of their fair share, of tax revenue. Regardless of whether BAiSA enabled a 
particular corporation to pay less business activiti?’ tax in total, the bill would deprive individual 
states of their fair share of taxes from out-of-state corporations earning profits w ithin their 
borders and benefiting directly Irom public services the slates provide. 
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> Lixample. A Massachusetts l)ank makes home mortgage loans to (xninechcur borrowers 
who apply I’or the loans over the Internet or during an in-homc visit by an independent 
mortgage broker engaged by the bank. Tlie borrowers go to settlement at a Connecticut 
title company of their choice. BATSA would block Connecticut from taxing die bank’s 
profits on those loans: the bank has no employees and owns no property in Connecticut, 
and Its use o f Connccticoit brokers and settlement agents does not create nexus because the 
companies provide these services to multiple banks. Connecticut is barred trom taxing any 
of the bank’s profits on Connecticut home loans despite the fact that the banks use 
ConnecticLif s courts to foreclose on delinquent loans and the value of the homes that sen e 
as mandatory' collateral for the loans is crucially dependent on the quality of local schools, 
parks, roads, :ind police and fire protection provided by Connecticut and its local 
governments. Under provisions of Massachusetts’ bank taxation law, Connecticut’s 
inability to tax the bank likely would result in the bank’s paying tax on profits from die 
Connecticut loans to Massachusetts instead.^ Nonetheless, BATSA would deny 
Connecticut its fair share of tax on profits earned within its borders by a corporation that is 
benefiting from public services (Connecticut provides to the bank, the bank’s collateral, and 
the hank’s in-statc settlement agents. 

staU sffoits to stop ahmii'c tax sheltmng. BA'i'SA would block states from asserting 
corporate income tax nexus over out-of-state comp-aiiies that licease tr?tdemarks to related in- 
state businesses. This would depnve states of a key tool they are using to shut down perhaps 
the most abusive state corj^orate t;\x shelter in widespread use. 

> example. Under a tax shelter employing a so-called “intangible holding company” (IHC), a 
corporation operating retail stores like The I.imitcd transfers its trademarks to a subsidiary- 
corporation it has created in a tax-haven state like Delaware or Nevada. The stores then 
pay royalties to this subsidiary for the use of the trademarks. These royalties are tax- 
deductible (as a cost of doing business) and hence can be used to largely or entirely 
eliminate corporate income ft.ix liability- in the states in which the corporation is actually 
doing business and earning its profits.' Meanwhile, the royalty payments arc not taxed by 
the tax-haven state. Three-fourths of the states with corporate income taxes seek to nullity’’ 
this tax shelter by asserting that the ITIC is direedy taxable in any state from which it 
receives royalties.'* BATSA w'ould close off this avenue of attack on IHCs by providing rh-at 
the presence in a state of an intangible asset like a trademark does not create BAT nexus for 
the out-of-sfate corporation that owns it In so doing, BATSA would reverse court 
decisions in I.ouisiana, Man-land, Massachusetts, New Jersey, Now Mexico, North (JaroHna, 
Oklahoma, and South Oarolina that held that IHCs had nexus in those states, as well as 
repeal the nexus policy of some 25 additional states.^ 

(While states can amend their tax laws to implement alternative approaches to nullifying the 
me tax shelter, multistate corporations have blocked enactment or watered down such laws in 
maiay states.^'* In contrast, most states can assert nexus over the out-of-state owner of the 
trademark under their existing BAT nexus laws — laws which BATSA W'Ould invalidate.) 

Opening up vast neir tax-avoidance opportmiiUes. BATSA would open up enormous new 
opportLinities for corporations to shelter their profits from taxation in state.s in which the 
profits are earned by dividing tliemselves into separate legal entities (such as a parent 
corporation and several subsidiarv corporations), i^or example, the bill provides that a 



226 


corporarion can send an unlimited number ot employees and an unlimited amount of 
equipment into a state without establishing 15AT nexus so long as die employees and equipment 
are not in the state for more than 14 days in a calendar year. However, this Id-day limit — like 
all the “safe harbors” from nexus in BATSA — applies separately to even^ individual 
corporation in a multi-corporate group. 

> Lixamp/e. A business providing on-site computer repair and troubleshooting sendees needs 
to have employees in a neighboring state an average ot 180 days per year. However, it 
w ould like to avoid triggering BA'l' nexus in the neighboring state because the corporate tvL\ 
rate in its home state is low’cr. The company could achieve both objectives with modest 
legal lUid accounting costs bv incorporating 13 different subsidiaries to employ its re[tairnien 
and rotating responsibtlip? for providing service in the neighboring state among those 
subsidiaries at 14 day intervals. If die company were too small to employ 13 repairmen, it 
could rotate their employment -among lhe subsidiaries -a.s well. 

Tn a 2008 report, the Congressional Resc^arch Service conairred that the cnactnacnt of federal 
BAT nexus legislation like B ATSA would lead to increased corporate tax avoidance: 

[BAl'SAJ would increase opportunities for tux planning and thus tax 
-avoid-ance and possibly evasion, in addition, expanding the of activities 
that are covered by P.T- 86-272 would also expand the opportuiuties for tax 
planning. ' ' 


Adverse Impacts of BATSA on the Economy 

Enactment oflkATSA also would adversely affect the economy. 

• Degraded pahUc senices. As noted above, the Congressional Budget Office ha.s concluded that the 
enactment of BATSA would cause state -and local governments to lose approximately billion 
in annual revenues once corporations have an opportune' to restructure their operations to 
take advantage of tlie tax-sheltenng opportunities die bill creates. By depriving states of 
business aetivim tax revenues tht^ currently are collecting, the legislation could further impair 
rlieir abilir)' to provide services that are a critical foundation of a healthy nation-al economy — 
such -as high-qualin* Ki-12 and university education and transportation infrastructure. 

• Cosily llligalion. The U.S. Supreme Court’s 1992^^«?^dccision reaffirmed a 1967 decision that 
established “physical presence” as the nexus tiireshold for state sales taxes. Far from being die 
“briglit line” nexus standard sought by the Court, litigation on the meaning of “physical 
presence” has continued unabated •iwvex. QtdllP BATSA not only would rc-crcatc these 
eontliets in the BAT arena, but it would also create new areas of litigation because it contains 
numerous ambiguous definitions wdiosc meaning could only be resolved by courts. Given the 
substantial new limitations placed on their revenue-raksing ability by BA’i’SA, states and 
localities would have no choice but to eng-age in w’idespread litigation aimed at establishing the 
narrowest-possible interpretation of the nexus “safe harbors” contained in the law. Such 
litigation would waste the limited financial and human resources of taxpayers and tax 
•administrators alike. 
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> Lixample. BiVTSiV provides that having employees or property in a state in order to conduct 
“limited or transient business activity'’ docs not create nexus. Neither “limited” nor 
“transient” is defined in 15ATS.A.. An exemption for “limited” actr\nti' could imply that a 
business will not be taxable in a state if it does not engage in die full range of activities 
involv ed in its business; for example, a manufacturer might not be taxable in a state in 
which It had a sales otfice but not one of its manutactunng plants. An exemption tor 
“transient” presence means that a business might never be taxable in a state its employees 
entered teinporanly no matter how many days per year they spent there. Given this 
ambiguity and the enormous revenue consequences for the states flowing from how just 
these two terms in H ATS A might be interpreted, their enactment into law would be a 
prescription for constant litigation until the Supreme Court supplied some measure of 
claritvc Tn the case ot the meaning of the term “solicitation” in P.T.. 86-272, that was a 
period of more tlian 30yean\ 

Ucanonncally suh-optimal busi/iess location duimm. A physical presence nexus threshold may 
interfere with the efficient allocation of economic resources by creating an artificial disincentive 
for the placement of facilities in states where fundamental economic considerations might 
otherwise dictate they should be located. As a former Director of die Oregon Department of 
Revenue has argued: 

[T]n an era when companies c<ui make substantial quantities of sales and earn substantial 
income within a state from outside that state, the concept of “physical activity” as a standard 
for state taxing authority [ncxusl is inappropriate. . . . Tfa company is subject to state and 
local taxes only when it creates jobs and facilities in a state, then many companies will 
choose not to create additional jobs and im'cst in additional facilities in other states. Instead, 
many companies will choose to make sales into and earn income from die states without 
investing in them. If Congress ties states to phj'sical activity concepts of taxing jurisdiction, 
Congress will be choosing to freeze investmeriT in some areas and prevent the flow of new 
technology and economic prosperity in a Ixilanced way across the nation.'’' 

> Hxampk. Jeff Beaos, the CKO of Amazon.com, has acknowledged that he would have 
preferred to establish his company in California rather dian Washington but did not do so 
in order to avoid having to charge sales tax to the large customer market located in 
California.^’ Had Amazon.com been obligated to charge sales tax to California customers 
reg;.irdless of whedier it was physically present in tliat state, Bezos would not have had :.in 
incentive to establish the company in a Icss-than-idcal location. A physical presence nexus 
threshold for BA’l's could create the analogous incentive for economicalh’ sub-optimal 
location decisions. 

Ajilficiat compdiliw advantage for Ihe mos! ag^^'m-e lax-ai>oiden\ F.nactincnt of BATS A would result 
in significant differences among corporations in the effective rate at which their profits are 
taxed — tilting the playing field to the competitive advantage of some corporations and the 
disadvantage of others. BA'l'SA would reward with the lowest state cor[:)orate tax liability those 
corporations willing to implement the most aggressive corporate mstnicturing and tax- 
avoidance strategies — such as the intangible holding company tax shelter discussed abov^e. 
Large corporations with multistate operations would have much greater expertise, resources. 

•and opportunities to implement these strategies than would small, family-owned corporations 
serving a local market. 
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> Lixample. A mulnsnite bookstore chain places computer kiosks in all its stores. The kiosks 
arc linked to its World Wide Web operarion. Store employees help customers place orders 
For books not available in the store at the kiosks. The stores advertise the address oF the 
Web site in all tlieir advertising. Tlie stores even accept returns of unwanted books 
purchased at the Web site. Despite this critical sales assistance provided by the stores to the 
online operation, undcT BATSA the Web operation could easily avoid ha^nng to pay tax on 
Its profit to any state(s) except ihe one(s) where it has offices, warehouses, or similar 
Faciliries.^ The owner of a local independent bookstore, on the other hand, lacking the 
resources to set up an out-of-state electronic commerce Web site and distribution facilitv. 
would have 1 00 percent of his profit subject to taxation by the state in which the store is 
located. 


A "Physical Presence” Nexus Standard Out of Sync with a 21st Century Economy 

We live at a time when the combination of the Internet, inoepensive interstate transportation, and 
widely available consumer credit often enables even the smallest of businesses to tap into the market 
oF distant states Far more successFully, eFFicicntly, and profitably tlian a horde oF traveling 
salespeople could hope to do. Because of the vast expansion of interstate sales diat has been 
sparked by the recent development of “electronic commerce,” there seems to be a growing 
realization that the “physical presence” nexus threshold for the imposition of state sales raxes 
established by the U.S. Supreme Court’s \^^2QiiiU decision makes little sense. Indeed, many trade 
associations supporting B ATSA arc on record supporting federal legislation reversing ^^cQuiU 
decision.'^’ 

'I'hus, it is inconsistent for the supporters of BATSA now to propose permanently enshrining 
subst'antial in-state “physical presence” as the threshold for the imposition ofsKite business activit}’’ 
taxes. .:And it is incorrect for them to characterize this ;is a “modernization” of P.L. 86-272. Given 
the numerous organiTiarional strategics and technologies corporations can now employ to make 
substmtial sales imd earn substantia] profits in a state without actually being physically present 
within its borders, it is clear that a physical presence nexus threshold is obsolete and unFair. Can it 
really be argued seriously that states should be barred from taxing die profits of a corporation like 
Pizza Tint because it chooses to franchise its ubiquitous restaurants rather than own them directly? 
That is the kind of step backward in nix policy that BATSA would implement. 


BATSA: An Internally Inconsistent Nexus Policy Designed to Favor Large Multistate 
Corporations 

Proponents of federal BAT nexus legislation have stated time and again that the fundamental 
principle underlying the liill is that corporations do not benefit tfom public sendees in states in 
which they do not have a physical presence and therefore should not he required to pay a BAT to 
such a state. F.vcn assuming tor the sake of argument that this indefensible principle were valid, it 
is clear diat the bill as actually drafted does not reflect it — nor any otlaer rational balancing of 
benefits received by businesses from public ser\'ices and the businesses’ obligation to support those 
services through the payment of taxes. 
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A principle fhaf says that businesses should not he subject to tax in a state in which they lack a 
physical presence because they obyain no benefits from government sendees cannot be squared with 
a bill that allows corporations to have massive — indeed unlimited — amounts of several types of 
employees, property, representatives, and i^nts present within a state without establishing BAT 
nexus. Nor can the principle be squared with a bill that bars a state from imposing an income tax on 
a corporation that has 100 people in the state for 14 days in a particular year but allows the state to 
t.ix a business that has only a single employee in the state for 15 days, (dearly, the former business is 
likely to be benefiting more from state -provided services than is the latter. 

(fontraty to the claim of its proponents, w'hat is on display in BATS A is not implementation ot 
the principle that no physical presence equals no benefits from public services equals no obligation 
to pay taxes to support those services. Rather, B.ATSA is simply a “grab bag’' of nexus “safe 
harbors” that tlie corporations lobbying for it would benefit from and think they may have sufficient 
clout to get through ('ongress. It is easy to discern the motives of many corporations that have 
publicly supported BATSA in the past — and presumably still do.^' for example: 

• Wal t Disney/ ABC, CBS, Discoveny and Time Warner would benefit from the expansion of 
P.L. 86-272 to encompass service businesses, since this would insure that in-smte solicitation of 
advertising contracts from major corporations would not establish BAT' nexus for tliese 
companies’ television networks. They would also benefit from the safe harbor permitting 
employees to be present in a state gathering news and covering events without estiiblishing 
nexus, 

• A corporation like General lilectric would likely benefit from a new sate harbor from nexus for 
any activities conducted in a state for up to 1 4 days by its employees or for an unlimited amount 
of time by one of its own subsidiaries.^* Presumably many G.E. products, such as medical 
imaging equipment, are complex and often require on-sitc insrallation or trouble-shooting 
assistance from G .H. employees — a post-sale activity not currently protected by P.L. 86-272. 

• BATSA would benefit corporations like The Tamitcd, Talbot’s, and The Gap, which have been 
sued by multiple states claiming that their trademark holding companies had nexus in those 
states. As explained above, BATSA would put an end to such litigation in die future and hinder 
state efforts to shut down this tax shelter. 

• A comp?iny like UPS, which operates warehouses in which independent companies like Internet 
retailers store their inventory for quick delivery to customers, would benefit From a nc^v safe 
harbor that provides that nexus is not created by the use of such third-parry “fulfillmenf ’ 
scrvhccs. Although the wording of BATSA is vague, this provision would be meaningless if it 
did not dso encompass a nexus safe harbor for the storage of the retailer’s inventorv in the 
warehouse — which it presumably is intended to allow*. 

T'he pursuit of self-interest by these kinds of companies is not synonymous with a rational nexus 
threshold, however. A congressionallv-imposed BAT nexus threshold even loosely based on the 
current text of BATSA would be a prescription for further litigation, inequity' among businesses, and 
erosion of a vital source of funding for state and local services. 
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Rational and Fair Alternatives to BATSA Are Available 

B ATS A proponents have Failed to make a convincing ease For its enactment.^’ But iF Congress 
nonetheless Feels compelled to intervene in diis area, workable and fair alternatives to BATSA are 
available. A proposed nexus st'andard developed by the Multisfcite Tax Commission, For example, 
would base the cre-ation of nexus on relatively objective measures of the dollar amount of -a business’ 
sales occurring in a state, the dollar amount of property located in a state, or the dollar amount of 
pajToll paid to employees working in a statc.“ Such an approach Iralanccs the legitimate ob]ccrivc ot 
preventing states from imposing the burdens of complyingwith a BAT on a company that has 
relatively little activit}^ in the state — and dierefore litde tax liability' — widi die right of states to tax 
income earned within their borders by businesses that are benefiting from state and local services 
and the organi7cd marketplace the state provides. 

A nexus threshold based on the volume of sales in a state can achieve this balancing ot tax 
compliance costs and tax liability in a direct, administrable miuxner. Reasonable people can disagree 
about what the threshold should be. Tf business and state and local government representatives are 
unable to agree, Congress can be the final arbiter — just as Congress would be in proposed 
legislation establishing a sales-based nexus threshold for sales taxation. The “Main Street Fairness 
Act” introduced in previous congresses would have empowered any state adopting a prescribed set 
of measures aimed at simplifying its sales tax to require a non-physically present retailer to collect 
the state’s sales t,L\ if tlie. seller had more than jfS million in nationwide sales. 

QiiaUtatii>e nexus thresholds that look to the type of activities occurring- in the state and/or the 
relationships between in-state and out-of-state entities inherently create irrational and conflict -ridden 
tax policy. Public Law 86-272 itself demonstrates this. A corporation earning millions of dollars of 
profit in a state in which scores of its employees are continuously soliciting sales and dozens of its 
vehicles are continuously plying the roads loaded uHth millions of dollars worth of goods does not 
have income tax nexus under P.L. 86-272. At the same time, a small out-of-state retailer who sends 
employees into the state just twice each month to assemble a swing-set in someone’s back yard for a 
few hundred dollars in profit can be reejuired to pay an income tax to the stare. Such disparate 
results cannot possibly be characterized as “rational and fair taxation.”^' 

TF Congress is determined to a.ct in this area, a better approach would be to repeal 86-272 and 
substitute a nexus threshold based entirely on objective, quantitative measures of in-state business 
presence and activities. The S.S million sales threshold in the earlier versions of the M;.un Street 
Fairness Act or the Multistatc Tax Commission’s “factor presence” nexus standard (which looks to 
the dollar amount of property, payroll, or sales located in a state) would be good starting points For 
congressional consideration. 
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Notes 

^ See: Multistatc Tax Commission. “Factor Presence Nexus Standard for Business Activity Taxes.” October 1 7. 2002. 
Available at vnvvMTitc.gt)v/iipl()adedl''iles/MultLsfafe_’ras_Q)minission/l.'Dif()iiniriVlJnifori'nin'_Pf()jects/A_- 
_7/FactorPrescn ccNcxusStandanlBusincssActTaxcs.pdf. 

^ Corporate income taxes are levnetl by 44 states, the District of Columbia, and Kew York City. Tn 2CKD8 these taxes 
sui^jilied almost J.oB billion to state and local tieasunes. 

“ riiis hiciartisan legislation will provide a ‘briglit line’ test to clarify state and local authoritv to collect business activity 
taxes frcim out-of-statc entities. . . Specifically, the legislation establishes a 'physical presence’ test such that an out-of- 
state company must have aphysied presence in a state befijie the state can impose corporate net income raxes and other 
types of business activity taxes.” Statement of llcpicscntativc Bob Goodlatte, CongicssLoiial llecord, April 8, 2011, p. 
F674. 

‘‘lake approximately twenty states, Maryland taxes die profits ofmultistate manufacturers only in proportion to their 
sales to Maryland customers. Accordingly, a Maryland-based manufacturer with no customers in Maryland would pay 
no corporate income tax to the state. Moreover, like remedy half the states, Atarykuid has not enacted a “throwback 
rule” to subject to taxation the profits earned by a Alarviand manufacturer in otlicr states in which tlic manufacturer has 
not established nexus. .'\s a result of the combination of diese two corporate income tax “apportionment” policies, the 
lion’s share of the nationwide profit of a Marvbind manufacturer that was protected from taxation in other states by 
B ATSA would be “n(:>whcrc income” — profit that would not be taxed by any state. The interaction bctw-ccti BATSA 
iuid rules like those of Muiyliuid that base corporate income tax lialnKty on in-state sales alone are discussed in a separate 
Center report. Sec: Michael iVIaiiciov. Fci/ew/ "'Businm Acfit4^ TaxNexi4s’'Lci!slanoii:llalfof a Tm-'Pw{s,sdStrate,^ tc Gut 
Smis Cofpnrate Incrms Tnvcu;, Center on Budget and Policy Priorities, revised Alay 9, 2i X )5. 

* CBO Cost Llstimate for ii.R. 19.S6, July 11. 2t)(i6, avtiilahle at wwTP.cl)o.gov'/ftpdocs/73xx/ doc7.37(i/hrl9.S6.pdf. 

^ Like approximately a dozen states. .Massachusetts has enacted a special corporate income fax apportionment law fiir 
financial institutions tliat provides for tltc “throwback” of uon-Massachusctts receipts to Massachusetts when a bank 
headquartered in the state is not taxable in the state in wbicb its cust<.>niers are locutevl. See Chapter 63 of the 
Massachusetts statutes. 

-An article, written a number of years ago by an investi^tive reporter revealed just how little economic substance many 
of these “Delaware Holding Companies” have: 

“For a glimpse into this quiet and hitrarive worUI, bead up t<.» the 1 3di flo<.>r of 1 105 X. Market St.. Tlirough 
smoked-glass windows, a visitor can view the liigli-rise headquarters surrounding Wilmington’s [prestigious 
Rodney Square: DuPont and Hercules, Wilmington Trust and MBX.A. But turn back, and look inside this 
slender office tower. Tucked within tlic building's stark, upper floors, is auotlicr, hidden corporate center. 

Here, more chan 7lj0 corporate headquarters make tip a vast and quiet business thstrict of their own. Tlie 
loliby computer Lsts their niimes: Shell and Seagram and Suinitomo, Oilgate-PaLnolive and Columbia 
Hospitals and Comcast. British Airways and Tkca, Pc^sico and Xabisco, General F,lcc.ri-ic and the Hard Rock 
Cafe. How do 700 corporate headquarters squeeze into five narrow floors? How do .500 fir on the 13^1 floor 
alone? “i 'caiiidy, it’s none of your business,” said Sonja Allen, part of tlic staff tluit runs tliis corporate center 
for Wilmington Trust Corp. . . .” “Some of my clients are saving over $1 million a month, and all they’ve done 
is bought the LMaw-are address,” said Kanct' Descano, holding company chief of CSC Networks outside 
W'ilmington.” 

Jtiseph K- DiStefaiio, “In the War Between the States, Delaware is Stealing the Spoils,” Giumett News Service, Januinv 
25, 19%. 

^ |olin C. 1 icaly luid Michael S- Scliadcwald. 2)011 Mjfltistate Corporiffe Tax Guide, “Activities Creating i 'ranchisc or Income 
Tax Nexus (Part 1),” CCH (CD-ROM). 

^ The Maniand case upheld the state’s authority to require the intangible holding company of the Syms clothing chain to 
pay A'Lupiand corporate income tax on the myalties it earned by licensinguse of the SvT.ns trademark to Marvdand Syms 
stores. The analogous cases in the otlicr states named involved Kmart, Tlic Limited, The Gap, lUid Toys R- Us. In 
addition, the West Virginia Supreme Court upheld the authority of that state to impose its corfiorate income tax on an 
out-of-statc bank issuing credit cards by mail to state residents. 
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Bills to implement one major anti-THC mechanism, “combined reporting,” were introduced since 20CKii in 22 states; 
•Miibama, Arkansas, (Connecticut, Flonda, Iowa, Kentucky, Tx>insiana, Maryland, Massae.liusetts, Michigan, Missoun, 

New iVle.xico, New A’ork, North (Carolina, Benosylvania, JUiode Island, ’leimessee, Texas, V'ernioiit, Virginia, XX’est 
Virgnia and M’lsconsin. Thcy^ were enacted in 7 of the 22: Massachusetts, Michigan, Kew A'ork, Texas. Vennon t, \Xhst 
Virginia, and Wisconsin. Bills denying an income tax deduciion ftir royalty payments to 11 ICs have been introduced 
Since 2000 ill at least 15 states tliat have not coacted combined reporting; Alabama, Arkansas, Connecticut, Georgia, 
hidiiuia, Keiituckv, Maryland, -Mississippi, i\4issoiiri. New Jersey, North Carolhia, I’emisylvania, llliode Island, 

Tennessee, and Virginia. Tlicy were not enacted in three of them: Missouti, Pennsylvania. Tennessee. Tn most of the 
other 12 states the hills were so watered dowm wilii numerous exceptions after intense liusiness lobliying that they 
arguably will be largely Licffcctual against 11 ICs. (See; Charles 1'. Barnwell, ]r., “-Addback: It’s Payback Tunc,” State Tax 
Notes. November 1 7, 2008.) Tn short, despte die serious fiscal problems of die states in the recent y-ears, the business 
conimiinity lias had a decent track record in blocking the two approaches to shutting down the 11 1C, tax shelter that 
require state legislative action. 

Moreover, H.R. 1439 adds to BATS..'\ for the first time anew provision that will substantially undei-minc the ability of 
combuicd reporting to nullify 11 ICs. 'Ihc new language w'ill bar combined reporting states from assigning royalties 
received by THCs to the states in which the trademark is used- Tltis will result m a substantial revenue loss for many 
comliuied reporting states. 

.Steven Maguire, Oirpitrau Inmm Taxes: A DesenpHon andAnai^sis, Gingressional Research SeA’’ice, updated June 
23, ZOOS.rycar? 

Tlac luDlding in Quill reaffinned the physical presence requirement for sales tax collection established by the (Court’s 
1967 ISialional Bellas Hess decision. TechniciiDy, the tux at issue in botli cases was a use rax, not a sales ftix, See: Michael 
iVla^erciv and Iris I . Lav, A Federal “Mnratonrm ” on InTeniet (Pmmertx Ta>x.f Would Erode State and Local. Reimues and Shift 
Burdens lo Lfiiuer-hkom llousehalds, (Center on Budget tuid Policy Priorities. May 1998, Appendix A. Avtiilable at 
www.cbpp.org/512wcbtax.pdf. 

The U.S. Supreme Court’s stated gOcil in its 1992,^#/// decision was to establish a “brigjit line” physicd presence nexus 
threshold for state imposition oi sales taxes. Surveying the widespread sales tax nexus litigation that had occurred in just 
the first few years subsequent \(>Quilf a leading expert on Internet t;ix-celated issues stated flatly: “The current physical- 
prcscncc standard for sales and use tax nexus has not created a bnglit-linc test but instead has resulted in jurisdictional 
rules that are frequently funhiguous and inconsistenf.” (Kari Friedeii. C.yheriaxalum (Arthur .iMiderson/ CCH, Inc.), 2000, 
p. 356.) A leading law firm tliat litigates nexus cases for corporations concurred: “Wliilc . . . l^w'//sj ‘bright line’ 
[[shysical [sresencej rule was intended to bring eJaritv to the boundaries of legitimate state authority to impose an 
obliga tion to collect sales and use taxes, and to ‘encourage settled expectations,’ it has not produced the hoped-for 
certfiinty.” (Troy M. Vim Dongen. “Internet Retailers Imder Fire; Bonders OnliHe Exemplifies the Prediciunent.” Online 
newsletter of tlic Morrison & 1 'oerster law firm. Inly 2(.X)2, available at www mofo.cou; .)- There have been numerous 
sales tax nexus cases in recent years. .Ama7on.com, for example, is currently? embixnled in nvo high-profile sales tax 
nexus cases with New York and Texas. 

" .Statement of Ihizalicrh 1 lacchenko before the Senate Committee on Commerce, Science, and Transportation, .March 
14, 2001. 

In a 1996 interview in fast (Company mAgHzine, Bezos was asked; “You moved from Kew York to Seattle to start this 
business. Why?” lie replied: 

It sounds counterintuitiv'e, liuf physical location is very important for the success of a virtual liusiness. We could hav'e 
started .Amazon.com anywhere. Wc chose Seattle because it met a rigorous set of criteria. It had to be a place with 
lots of technical tiilent. It had to be near a place with large numbers of IkioIls. It had to be a nice place to liv-e — 
great people won’t work ui places thev don’t w^aut to live. I'lnaily, it had to be in a small state, hi tiic mail-order 
business, you have to charge sales tax to customers who live in any state where you havw a business presence- It made 
no sense for us to be in California or New A'ork. 

Obviously Seattle has a great programming culture. .And it’s close to Roseburg, Ore.g:*n, which has one of the biggest 
book warehouses in the world. We tliought about the Bay Area, which is the single best souree for technical talent. 
But it didn't pass the sniiiU-state test, i even investi^ted whether we could set u|s Amazon.com on an Indian 
rcscivation near San Francisco. Tliis way w?c could have access to talent without all the tax conscqucnccs. 

L nftirtunately?, the go\?emment thought of that first. 
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William C. Taylor, “Who’s 'A nting the Booh on Web Business,” Vast Company, Octobcr/Novcinbcr 1996. 

BA'l'SA provides that “using tlic services of au agent (excluding an employee)” in a state on more than 14 clays “to 
establish or maintain the market in the State” creates nexus for die out-of-state business using the in-state agent, but 
only if “such agent does not perlVnm business ser\-ices in the State for any other person during such taxable year.” 

Tlicrc IS nothing in the legislation that requires the “other person” to be an independent third party. Tlie \X'cb-basccl 
bookselling operation could easily bring itself under this safe harbor by incorporatuig treo nonunfiUy-distmct subsidiaries, 
for example, one selling books and the other selling all other types ofmerchandise (greeting cards and calendars, for 
example). Because the store personnel (who are not employees of the Web site) would be hel(iuig “to establish or 
maintain the market” for two “other persons” — the subsidiary that sells books and the subsidiary selling other items — 
nexus would not be created for the \X’el> operation by the activity of the stores’ emplojiees. As long as customers of the 
\K 'cb operation arc nominally buying books and other goods firom two different companies, the Web operation can 
avoid creating nexus in tbe states where the retail stores are located. The two Web stores could easily contract to share 
the s;ime \X'el) site sind warehouses; no change, in physicjJ operations would l>e necessart'. 

' I'or exsimple, the Council on State l axation Jind the Kationnl lletail federation ate activ'e supporters of proposed 
feder;il legislation reversing 

“Tlie underlying principle of this legislation is tliat states and localities that pronde meaningful benefits and 
protections to a Inisiness, like education, roads, fire and police protection, water, sewers, etc., should l)e the ones who 
receive, the benefit of that business’ taxes, rather than a remote state that provides no services to the business. By 
imposing a physied presence standard for business activity taxes, H.R. 19.% ensures that the economic burden of state 
tax impositions arc appropriately borne only by tliose businesses that receive such bciicfits luid protection from the 
taxing state.” Written tes tiinony of Arthur R. Rosen in supportofH.R. 1950, Subcommittee on Commercial and 
.Administrative Taw, House Judici an- Committee, Septanber 27. 2()()5. H.R. 1956 was the version of BATSA introduced 
in the 109rli Congyess. 

Tlie most recent list of BATSA supporters appears to be the signatories of a letter in support of the legislation dated 
)iine 12, 2(.)(.l8 to former House ludiciarv Gtairman |ohn Conyers luid fociner subcommittee chair Linda Sanchez. All of 
the corporations listed m the follosiring bullets were signatories. 

Recall again that a. coiporation can use a subsidiary to conduct activities on its behalf in another state for an unlimited 
number of days in a year without thereby establishing nexus so long as the subsidiary^ works for at least one other 
subsidiary. Sec Note 17. 

See: Michael Ma7er(-.)v, “Proponents’ Case for a Federally- Imposed Business .Activity Tax Nexus Tlireshold Has little 
Merit,” Center on Budget ;uid Policy Priorities, |iine 26, 2i.X)8; hctp:/7www,c l»pp.ofg/filt‘.<.^6- 2('i -08sti i.p df . 


22 See the source cited in Note 1. 

22 A business cohirion lolibyingin support of previous versions of BATSA was known as the “Coalition fior Rafionul 
and fair Taxation.” Sec www-batsa-org. 
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PROPOSED “BUSINESS ACnvnYTAX NEXUS" LfGISLATlON 
WOULD SERIOUSLY UNDERMINE STATETAXES ON CORPORATE 
PROFITS AND HARM THE ECONOMY 

By MiclucI \Liztmv 


Appendlx: What Kind of Tax-Vlvoldance Opportunities Would BATSA Open Up? 

In lobbying tor B \ ISA’s ciuicrment, r)igufit;:uh')n>i ifprcscnting msijormulrif^turo c<)ri>orations 
cUim rheir goiil is f'l invAluliirt* snitc law* rh-ar impt*st a business .icnvit) rax (H VI) on a business 
with no “physical presence” in the state. '11115 claim, however, is hiji^ily mislc;iiiing. B Vl’S V would 
aLso iTcatc numerous nexus “s-.ifc h.w4>ors“ — typos ot* ^aru/iil mhslanUiil prr/tttci a Imesimcss 
could h.ivc ui a sttre without having to pay a B/VJ . 


Expanding an Existing Federal Limit on State Taxing Authority 

.Smera) ot‘ tfie nc^^' nexus s:ite harbois take Hu* tomi ot‘ .m cxpHtision of .«i existing federal l.iw, 
Pulilic Ciw SYp 27Z Bjucrcd in I9S9, it was intended h' Ik a fcmporar) muraronum on stores' 
abtllT)' to impose corjior.ife pn^lits taxes «in certuiii Mut-ot-state curporaliiMis, but it Wii5 never 
repe:iled.' IM.. 86-272 decrees that a Afafe m.iy nor impose a corporaw profits rax on an nur-of-srate 
eorpor.ittivn if rin- firm meets three enndirions: 

• Its only acnvity withui the state is soliciting ortlers for the s;ile of physical gotnls; 

• It appmves the orders at an « •ut-t»f -state office: and 

• It ships « K delivers the g< m xLs uito the purchaser’s state from .un »ther suiv. 

!M« 86-272 clearly represents a ne.xus Kitv harl»n it allows corp'.'raiioiTs to hai'e an mtlimial 
numlier of isJcsipeoplc in a stare at aU Untfi yet remain exempt from ina^mc tax if the salespeople 
wi^rk oui of home offices or visit tmin ■ •ut of state.* In the law’s aUenct. flu- regular pa-scncc of a 
salesperson in a state would obligate the corporation to pay some uiciime tax to that state (assuming 
rhe Cfirporation wax prrjfirable), llie law als»* pennifs compinit-s t»> pnwidc thtir sales forces with 
c* 'mpany-'Avned c-.iis, pf'duct Siunples. oaiiputcrs, fumitxire, and similar enuipmcnr yet retnain 
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exempt from income tax in the states where the salespeople solicit business/ Finally, P.l .. 86-272 
permits companies to have an unlimited number of their own trucks continuously phnng the roads 
of a state loaded witli an unlimited amount of goods en route to customers tliere witlaout being 
liable for any corporate tax payincnt. 

13ATSA would expand the coverage of P.L. 86-272 in three significimt wa}^. 

Including Sales of Services and Intangible Property 

First, B ATS A would extend P.l-. 86-272 — which deals only vdth the sale of physical goods — to 
include sales ot services and intangible properpo Tf BATSA were enacted, tor example: 

• A Delaware bank could send an unlimited number of loan officers into Man^land to encourage 
businesses to borrow from the bank, without having to pay Mandand tax on the profits it earns 
trom Its Mandand borrowers.' 

• A New York based television network could send an unlimited number of advertising 
salespeople to visit major corporations heade]uartered in other states to solicit the purchase of 
air time, without having to pay taxes in those states. 

• A franchisor like Pizza Hut could enter a state an unlimited number of times to solicit sales of 
its franchises (a form of intangible property) to potential franchisees — for example, by renting 
a meeting room in a hotel to conduct a sales meeting — witliout owing any tax in tlie state. 

Including Activities Besides Solicitation of Orders 

Second, while P.L. 86-272 deals only with the solicitation of orders, BATSA would extend the law 
to cover four new activities: 

• “furnishing of information to customers or affiliates in |the| state”; 

• “coverage of events,” if the information gathered is “used or disseminated from a point outside 
the state”; 

• “gathering of infonnation,” if the information gathered is “used or disseminated from a point 
outside the state”; and 

• “business activities directly related to . . . [the] potential or actual purchase of goods or sennees 
Avithin the state if the final decision to purchase is made outside the state.” 

A comp'.my could conduct these actmties for an unlimited number of davs each vear with an 
unlimited number of employees — and could furnish them with any equipment necessary to carry 
out these activnties — without establishing nexus, provided they worked out of their homes. For 
example: 

• A local 'i\' station could permanently base reporters in a neighboring state witliin its meeiia 
market so long as the footage was relayed to the home-state broadcasting faciliti^ for 
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transmission to ^ncAvers. ’I he station could furnish the reporters with a. mobile broadcasting van 
and video cameras so long as the equipment was stored in a garage at one of the reporters’ 
homes. 

» A fast-food franchisor could send an unlimited number of employees to its franchisees’ 
restaurants tor an unlimited number of days to inspect compliance with compimy standards.^ 

• A bank could permanently base employees in a state to investigate the credit-worthiness of 
potential borrowers.'’ 

• A corporation could pennanently base an unlimited number c>f employees in a state to recruit 
new employees or purchase supplies or equipment for their employer. 

In each of these examples, the firm would be exempt from the state’s business activity taxes 
despite the police ;md fire protection, roads and other infrastructure, and other senaces provided to 
compiuiy employees lUid property. 

Extending P.L. 86-272 to Include Other Business Activity Taxes 

Third, BATSA would extend the protections of P.L. 86-272 (including the four new activities) to 
taxes other than corporate income f.ixes. Such f.ixes would include the following, most of which 
substitute for a state corporate income tax; 

• the Washington (state) Business and Occupations Tax, the Ohio Commercial Activities lax, 
and the Delaware Alerchants’ and .Manufacturers’ License 'iTx (Ml of which are broad-based 
taxes on business gross receipts), 

• the New TTampshire Business Enterprise Tax (a form of value-added tax), and 

• the Texas Hranehise Tax and Michigan Business Tax (modified gross-rceeipts taxes that allow 
deductions from gross receipts for certain business expenses). 

I'he adverse impact of B ATS A on the revenues of these states would be mueh larger than in other 
states because they arc not now subject to P.T.. 86-272 and therefore are currently imposing these 
taxes on the m;my corporations that have salespeople within their borders soliciting orders of goods. 


The 14-Day Physical Presence Safe Harbor 

Tn order to interact with their customers and produce goods and sennees, many kinds of 
businesses need fo send employees and equipment into states in which they do not actually miuntain 
offices, factories, or other permanent tacilities. For example, an equipment manufacturer may visit 
Its customers to install and troubleshoot its products, a construction company may send heavy 
equipment to a building site, and advertising agency personnel may meet at a client’s office to pkui a 
c.unpaign. 
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Under current law, these kinds of actinties would almost certainly obligate a company to pay the 
state’s corporate income tax or other B AT, if the state chose to impose it. Under BATS A, 
however, companies in tlae above examples could arrange tlieir affairs to avoid income tax liability to 
any state in which they did not maintain a permanent, “bnek-and-mortar” facility. This is because 
B ATS A would pennit a company to place any amount of preiperp* and any number of employees in 
a state to conduct ;my aenvuty* it wishes, wnthout creating nexus, as long as the properh* or equipment 
remains in the state for 14 or fewer days per tax year. 

Moreover, this provnsion cftectively would allow many corporations to keep ;.m unlimited amount 
of equipment and employees in a state for far /o^^wthan 14 days without creating nexus. This is 
because the 14-day limit applies to each indnndual corporation as a legal entipy including 
corporations that are subsidiaries of other corporations. For example: 

• A movie studio that needed to shoot three different movies on location in a particular state for 
14 days each in a given year could incorporate each of the three productions separatelv. When 
the movies were completed, the subsidiaries would he liquidated. 

• A company that needed to have employees in a state for more than 14 days per year in order to 
repair customers’ computers could avoid establishing nexus outside its home state by 
incoq^orating a number of subsidiaries to employ its repair personnel and assign repair tasks to 
particular subsidiaries on a rotating basis to keep all of them below the 14-day limit. 

There is nothing far-fetched about tliese scenarios. Corporations already go to great lengtlis to 
shelter their profits from state taxation l:)y forming new subsidiaries: 

• Hundreds (if not thousands) of corporations hav'c incurred signitieant accounting and legal 
expenses to incorporate and operate “intangible holding company” subsidianes. I'he North 
Carolina 1 Jmited c?i‘ic cited in the body of this report revealed that Tlie Tamitcd established nine 
separate Delaware subsidiaries to hold title to the trademarks of the various retail chains it 
owned.^ 

• Over 1,3(J0 corporations, including Dell Computer and former “Baby Bell” company SBC 
Communications, created new limited piirtnership subsidiaries to fake advantage ot a self- 
imposed nexus limitation on out-ot-state corporate partners Texas enacted in the early 1990s.'' 

• A number of states and the U.S. (-lovernment Accountability Office have documented a 
widespread corporate practice of “SUTA [State Unemployment Tvix Act] dumping.” In its 
most common fonn, corporations create new subsidiaries and transfer tlieir employees to them 
to take advantage ot lower unemplovment tax rates for which new corporations wpically are 
eligible. GAO documented that this strategy was widely marketed by certain accounting and 
consulting Finns, which apparently saw it as a legal way to minimize tlieir state unemployment 
taxes."' Congress recognized SUTA dumping as an abusive tax shelter and enacted legislarion in 
2004 that bans it." Businesses quickly found ways around tlie ban, however, and SU'i'A 
dumping remains a problem.^' 

• Well-known Internet retailer Amazon.com has separately incorporated its distribution 
warehouses m order to avoid establishing sales tax nexus in the states in which they are 
located. 
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In short, BA'l'SA’s '14-day safe harbor would allow many sophisticated inultistate corporations to 
avoid having a business activit}* tax liabilih* in many or all states in which they have customers. 

Finns could maintain substantial numbers of employees and substantial amounts of equipment in a 
state on a continuously rotating basis without creating B A'l' nexus. 

This abilip’ belies proponents’ tundamcntal rationale for 13ATSA: that “only states and localities 
that provide meaningful benefits and protections to a business. . . should be the ones who receive 
the benetit of that business’ taxes. Clearly, a corporation that maintains personnel and properh* in 
a state tor extended periods of time is recemng benefits and protections from that state — whether 
or not it maintains a permanent “brick and mortar” facilit)' there. 


Safe Harbor for Hiring Firms to Do In-State Work 

In its 1960 Scriplo decision, the U.S. Supreme Court ruled that allowing a corporation to avoid 
nexus in a state by hiring an independent in-state business to solicit business there, rather than using 
its own employees, would “open the gates to a stampede ot tax avoidance.” In its 1987 Tyler Pipe 
decision, the Court held that a state had the right to impose a business activity tax on an out-of-state 
corporation that had contracted with an independent contractor to conduct activities that were 
“significantly associated with tlie [out-of-state corporate] taxpayer’s ability to establish and maintain 
am'.irketin [the] state for [its] s'.iles.” 

When, under tlie authority of tliese decisions, states impose a tax on an out-of-state corporation 
based on in-state activities that another business conducts on its behalf, this is often referred to as 
“attributional nexus.” If states did noth'.wt this authority, corporations would have virtual free rein 
to avoid nexus in every state except tlie one in which tliey are headquartered- Ihis is because a 
corporation can contract with an individual, an unrelated business, or one of its own subsidianes to 
earn* out almost any business function rather than have its own employees perform it. 

In three different ways, B ATSA would make it significantly harder for states to assert attributional 
nexus. The likely result, as the Supreme Court has predicted, would be massive corporate tax 
avoidmcc — above and beyond that resulting trom the bill’s other provisions. 

The "Two Clients Loophole" 

The most far-reaching of these prmhsions — and the one likely to do the most damage to state 
and local B AT revenues — decrees that a state may not subject an out-of-state corporation to a 
BAT on the basis ot activities another business conducts on its behalf so long as the in-state 
business performs setnhees on behalf of at least one additional client during the tax year. The 
provision, which applies to activities designed to “establish or maintain the market in the State” for 
sales bv the out-ot-state company, is effectively lumed at reversing the 'Tyler Pipe decision discussed 
above. 

This provision’s enormous potential for harm arises from the tact that it applies even if all ot the 
parties are related. A corporation can torm two out-ot-state subsidiaries that then “hire” a third 
subsidiary to conduct activity on their behalf in the state in which they wish to avoid nexus. I'or 
example: 
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• ’1 o maximize its abiliu^ to make sales throughout the United States, a. Texas-based manufacturer 
of personal and ncUvork scr\X'r computers needs to provide on-site repairs and setup local area 
networks for customers. Ordinarily, tliese tasks would establish BA'i' nexus for the firm, even 
if It hired another Firm (or one of its subsidiaries) to perform them, since they help establish and 
maintain the company’s market in that state. Tlie corporation, however, wants to avoid 
establishing BAT nexus outside of Texas, a state that neither tixes corporate profits nor levies 
its franchise tax on sendees delivered outside the state. Tf the corporation can avoid 
establishing nexus outside of its home state, none of the profits it earns on non-Texas sales of 
Its computers wall be taxable anyirhtre. 

Under BATS.k, this would be easy to accomplish. The corporation would simply reorganne 
Itself into three legal entities: one to provide the on-site repair and networking senaces. one to 
sell desktop computers, ^md one to sell server computers. Since the repair/neWvorking 
subsidiary provides these services to more than one business (that is, to both the subsidiary that 
sells desktop computers and the subsidiary that sells senurs). under BATSA those senaces no 
longer would create BrVT nexus outside of Texas for the computer manutacturer. The states in 
which tlie customers are located could tax -any profits earned by tlie repair/netvvorking 
subsidiary but not tlie profits earned on the actual sale of tlie computers. 

• Most major retail chain stores have transformed themselves into “bricks and clicks” businesses 
by setting up subsidiaries to sell the same merchandise over the Internet that they sell in stores. 
These businesses arc looking for ways to integrate their operations so that the stores facilitate 
greater purchases from the website, such as selling gift cards in stores tliat can be redeemed 
online and allowing in-store pickup of items purchased online. Under the Tyler Pipe decision, 
such activities create BAT nexus for the web subsidiary^ because they help the subsidiary^ 
establish and maintain a market in the state(s) where the stores are located. 

Under BATSA, however, the retail chain could split its web operation into nvo separate 
corporations and have each one sell a portion of the company-’s product lines. Under such a 
structure, the stores’ activities would help establish and mountain the market in the state tor 
more than one business (i.e., the two web subsidiaries), thereby bringing themselves under this 
nexus safe harbor in BATSA. The web subsidiimes, meanwhile, could contract wath each other 
to share a common website, warehouses, and other operational requirements, so the 
corporation’s out-of-pocket costs would not be substantial. 

Of course, this provision of BATSrV idso would enable out-of-state corporations to use InciipiendenL 
in-state corporations to help them establish and maintain a market within a particular state without 
creating BAT' nexus: 

• Tn some states, consumers can purchase electricity from independent power producers 
(sometimes located out of state) that own their own generating plants but contract with local 
utility* companies to deliver electricity into customers’ homes, read customers’ meters, and bill 
customers. The activities performed by the local utility create nexus in the state for tlie out-of- 
state power generator because tliey are critical to its ability to establish and maintain a market in 
the state. Under B ATSA, however, the power generators would no longer have BAT nexus in 
their customers’ state(s) because local utilities typically deliver power for several independent 
generators. Kven if a utility delivered power for only a single independent generator, the latter 
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could easily avoid nexus by dmdmg itself into two legal entities, tor example, one to sell pOAver 
to businesses and one to sell power to residential customers. 

In sum, by cffcctiA'cly OA'crmling the Tyler Pipe decision, BA’l'S A would open enormous 
opportunities for corporations to shelter substantial shares of their profits from taxation by the 
states in which their customers are located. 

Agents Not Involved in Selling Don't Establish Nexus 

BATSA would also change current law by declaring that contracting with another company to 
conduct activities related to selling or interacting with customers would wm' create nexus. Uneder 
current law, it is not entirely clear when non-customer -related activities performed by another part}^ 
would create BAT nexus. Most experts likely would agree, however, that if the contract made the 
second part}- the actual legal agent of the company contracting for its services, such a contract would 
create nexus. 

For example, imagine that a (lalifomia mimufaefurer hires an unrelated Oregon business to 
continuously perform quality control checks on its behalf at an Oregon plant mn by a third 
company that assembles a key component of the California manufacturer’s products. The Oregon 
qualip^-control business has the authority to sign oft that the components meet the (hditomia 
manufacturer’s specifications and to stop shipment of the products if they do not. Under this 
scenario, the presence of the quality-control business in Oregon would likely be sufficient to create 
BAT nexus there for the Calitornia manufacturer. 

Under BATSA, however, the California manufacturer would avoid nexus in Oregon because the 
activities conducted by tlie quality-control subcontractor cdo not involve “establishing and 
maintaining the market” tor sales by the manufacturer. In short, any purchasing-related activities (as 
opposed to selling-related activities) conducted in a state by a tliird party would no longer be nexus- 
creating under BAi'SA — even where tlie very same activities would be nexus-creating if tlie 
corporation’s own employees conducted them.^'^' 

In-State Presence of Agents Also Qualifies for the 14-Day Safe Harbor 

Finally, BAi'SA allows an in-state business to conduct any activity on behalf of an out-of-state 
corpciration in a state for 14 days per year without creating B AT nexus for the latter. This provision 
IS consistent \wth the BATSA provtision allowing a company to hav'c its onm employees and property- 
in a state for up to 14 days for any purpose without creating nexus. Nevertheless, it also inhercntly 
creates a new nexus safe harbor. 


New Safe Harbor for In-State Storage of Inventory 

P.L. 86-272 conUuns the follovvnng provnsion: 

[A] person shall not be considered to have engaged in business activhties within a State . 
. . by reason of the maintcmmce of an office in such State by one or more independent 
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contractors whose activities on behalf of such person in such State consist solely of 
making sales, or soliciting orders for sales, of tangible personal properhe 

I'his provision appears pninarily intended to ensure that no state could assert attributional nexus 
over an out-of-state manufacturer based on its hawng engaged the sendees of an independent 
“manufacturers’ rep” tirm to solicit sales on its behalf. (This is a common mechanism by which 
manufacturers solicit business throughout the country.^ ) Tlic nexus protection applies even if the 
manufacturers’ rep hrm maintains an actual physical office within the state. 

BATSA would expand this sate harbor, allowing an independent contractor to use an in-state 
office for the purpose of “tulfilling transactions” on behalf of an out-of-state corporation \-^athout 
establishing nexus for the latter. 

Manufacturers, Internet retailers, and other sellers of goods commonly store inventories of 
finished products at “fultillment” or “logistics” warehouses operated by independent companies. 

The warehouses ship the products to the sellers’ customers on demand. Under current law, this 
activity unquestionably establishes BA'l' nexus for tlie sellers in a state in which a warehouse is 
located because tlie sellers continue to own tlie inventory and thus have a “physical presence” tliere. 

BA'fSA, however, states tliat tlie use of a tliird-party “office” to “fulfill transactions” would not 
establish nexus, and this strongly implies that inventory storage at a third party fulfillment warehouse 
would not establish nexus either. As noted above, BATSA’s attributional nexus language would 
already bar a state from asserting nexus over an out-of-state manufacturer tliat hired an in-state agent 
to fulfill orders if the agent did so on behalf of at least two separate businesses, dhird-party- 
operated warehouses virtually always have multiple customers. Thus, if the language were not 
intended to provide nexus protection for the acttial storage ot the inventony it would nt>t be needed. 

At least one highly-credentialed state tax practitioner has interpreted this proAsion as “Expanding 
P.I.. 86-272 [to] exempt . . . storage ofinventoyy^nih an independent contractor.”''^ This provision may 
also explain, in part, why LTS, which has a fulfillment arm, supports BATS*\.'''^ 

In sum, it appears that this BATSA provision is designed to allow an out-of-statc corporation to 
store an unlimited amount of inventon^ for delivery to its customers at a third-party-operated 
warehouse without thereby establishing BAT nexus in the state where the warehouse is located. 


The “Limited or Transient Business Activity” Safe Harbor 

Finally, BATSA states that a corporation’s physical “presence in State to conduct limited or 
transient business activih*” does not create BAT nexus. Since BATSA does not define “limited” or 
“transient,” it is impossible to know what activities the sponsors intend this safe harbor to cover. 

One legal analyst fears that this provision could become a “black hole,” swallowing state and locd 
BAT revenues.""' He points out that the dictionary* definitions of these terms would provide strong 
grounds for exempting from business activity t-'uxes any corporation that either enters a state on a 
temporary basis or that does not engage in the state in tlie full set of activities comprising its 
business: 
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With the tenns ‘^‘Innited” and “transient” neither defined in the bill nor possessed of any 
accepted meanings in tax law, courts would look to dictionary' definitions for their 
meaning. “Limited” is defined in 'black V 'Lair Dictiona/y as “restricted; bounded; 
prescribed. Confined wnthin positive bounds; restneted in duration, extent, or scope.” 
“Transient” is defined in black V as “Passing acrciss, as frcim one thing or person to 
another; passing with tunc of short duration; not permanent; not lasting.” 

. . . [A] company’s activip* could be permanent but limited in scope, or unlimited in 
scope but not permanent, and still be protected from taxation. . . . For exiunple, a 
corporation whose charter or application to conduct business in the state indicates that 
It will engage only in banking activities and nothing else (so that its actinties are 
“limited.” as “restricted in . . . scope”) could be protected from taxation even if in the 
state permanently, as could a corporation whose charter or application indicates that it 
will engage in every activity in the state that a corporation may legally perform, but will 
do so only tor 10 years (so that its activities are “transient,” as “not permanent”). “ 

At tlie very least, since BA'l'SA already contains a separate, across-tlie-board safe harbor for any 
level of activity conducted in a state for 14 days, it is logical to assume that tins provision is intended 
to provide corporations with an opportunity to enter a state temporarily to engage in business 
activities for longer periods of time than tliat. 

Tt is also easy to foresee this provision being used as a catch-all “insurance policy” against any 
adverse court interpretations of other vague provisions of the legislation. For example, a company 
stonng inventory at a third-party fulfillment warehouse in a state would likely claim that such storage 
IS a protected “limited” actiwty just in case a judge were inclined to interpret the vague “fulfilling 
transactions” language discussed in the previous section as no! prowding a safe harbor from nexus. 

Enacting BATSA vhth this provhsion intactwould spur both continuous litigation and dwergent 
decisions in the state courts that would hear the cases. Tt is simply inconceivable that ITATS A 
proponents can continue to describe the bill as establishing a “bright-line,” natiomdlv-unitorm nexus 
standard after having included this safe harbor in recent versions of the legislation. 


Conclusion 

BATSA would stimulate a wav'C of new corporate tax sheltering activit}* by making it much harder 
for states and localities to tax out-of-state corporations that have a substantial physical presence 
within their borders and benefit from state and local sendees. By exploiting the numerous safe 
harbors outlined above, out-of-state corporations could avoid paring their fair share of taxes, 
significantly weakening state and local revenue systems. 
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Notes 


'' Like BA'l'SA itself. P-L. 86-272 applies to iiil income taxes imposed on iiil f\pes of businesses and individiuil “sole 
propnefors.” For flie s^ike of readabiPA (and because BATSA’s most si^ificanf revenue unpacf would be on corporate 
frix paTOienfs), tins report generally refers to corporate income or profits taxes. 

^ A compriny-owned office, even if used just for solicitation of orders, is not protected by F.L. 86-272. so a state is free 
to impose a corporate income tax on an out-of-state corporation with such an office within its borders. 

Despite contuiuous litigation, more tlnui 30 years elapsed after the enactment of P.L 86-272 before tiie U.S. Supreme 
(iourt gave anv guidance as to what activities were encompassed in the law’s safe harbor for “solicitation” — the key 
term m the law that (kmgress nonetheless had not seen fit to define. In its 1692 decision in Wngky v. Wtswnshi. the 
(iourtmade clear that actmties “entirely ancdlari^ to solicitation” (such as the presence of proper A used by salesmen) 
were also protected bv P-I- 86-272. 

' Arguably these loan officers also would be free to solicit ckposUs from the Mandand businesses, since another safe 
harbor in the bill states that the presence of employees to negotiate the purchase of goods and services for the business 
also does not estabhsh nexus. Deposits could be characterized as Litan^ble goods or services purchased bv banks 
throuj^ the payment of interest. 

^ A fi-anchisor would argue that inspecting franchisee compliance whth a franchise agreement is a fomi of “gathenng 
infonnation” that would be “used” at its oiit-of-statc headquarters to formulate remedial action. .A franchisor would 
similarly argue tliat conducting on-state training of franchisee employees (anotlier common activity) would not be nexus- 
creating because it satisfies BA'l'SA’s safe harbor li)r “furnishing of information to customers or affiliates in a state.” 

A biuik would argue that Li-state investigation of the credit-worthiness of a borrower would be protected by BATSA’s 
safe harbor for the “gathering of infonnation.” 

’ That would be true even of a seller of services ncwlv covered by B.A'l'S.A’s expanded version of P.h. 86-272, since both 
performuig services in a state and engaging in almost any kind of post-sales interaction widi a customer are bevond P-L. 
86-272’s nexus safe harbor for “solicitation of orders.” 

^ Secretary ofRemuee of North CaroBnax. Trademark. h;c.. et al.. North Carolina Tax ReAew Board. Alay 7, 2002. 

^ See: Robert T Garrett, “Business Lobbyists i'livvarting Lftbrts to Close I'ax Loophole,” Dallas Slorfung News, May 12, 
2003. In a 2003 letter to members of the National Conference of State I .cgislaturcs. a business coalition suppoiling 
BA I'SA questioned the relevance of this 1 exas experience to BAT nexus legislation, since the legislation itself would not 
have prevented Texas from shutting down this tax shelter. To reiterate, I'exas’ experience demonstrates that if artificial 
restrictions on taxing jurisdiction are created bv either or state legislation, corporations wdll go to great lengths to 
restructure their openifions to take advjintage of Jiny tax shelfenng opportumhes thereby created- As documented in tins 
Appendix, the enactment of BATSA would create numerous such opportunities. The Texas Franchise Tax law was 
substantially overhauled m 2006 to forestall the use of limited partnerships as a mechanism of tax avoidance. 

See; U.S. Genertil Accounting Office, {'neniploymenS insurance: Sumy of Stale aidminislrators and C.imlacSs mth Companies 
Vromoting Ta.\ ylvoidance Policies, GAO-03-819 r, |unc 19, 2003- 

See: H.R. 3463, the “SI.TTA Dumping Prevention Act of 2004,” signed uifo law by President Bush on August 9. 2004. 

Sec: Gary Pcrilloux. “Progi'am Nabs More Tax Cheats,” The / \dvocate (Baton Rouge), lunc 19, 2007. See also: “Two 
I (mployens Settle SL' 1 A Dumping,” October 13, 2010 press release from the Michigan Uncmplovmciit Insurance 
Agency- i'he release notes: ‘T he first case involves a Michigan employer in the construction industA- The anployer set 
up a ‘captive’ leasing arrangement, fonnmgits own employee-leasing companies from which it leased its employees.” 

Sec: Amy Martinez, “Amazon.com Fights Sales Taxes after Getting Other Breaks,” Seattl£ Times, lanuaiy 24, 2011. 

''‘‘Letter from Artliiir R. Rosen to Representative Steve Cohen, Chairman, Subcommittee on Commercial and 
Administrative 1 .aw. House |udiciary Committee. February 4. 2010. in connection with a bearing held that day on “State 
I'axatioii: I'hc Role of Congress in Dcfliung Nexus-” 

In i'ykr Pipe, the Court held that hiring an independent representative in a state to soliaf sales and conduct other 
activoties that helped an out-of-state corporation create and maintain a market for its products was no different from 
having an employee in a state engaged in the same activities and did indeed establish B AT nexus for the out-of-state 


10 



244 


coTporation. 'Ihcrc was no suggestion whatsoever in the ease that tlic lioldmg would have been any different if the in- 
state representative had solicited sales on behalf of more than one out-of-state companv; in fact, the cvidaicc strongly 
suggests that if did. The ’i'yler Pipe decision of the Washington State Supreme (xjurf, which the I IS. Supreme (iourt 
reviewed, states that the Washington representative of Tyler Pipe was Ashe and Tones, Inc. of Seattle. Ashe and Tones 
was c.harac.teri7:ed by Tyler Pipe as an independent contractor, suggesting that it solicited Washington sales on behalf of 
multiple out-of-statc businesses. Ashe and Tones appears to have been at that time a typical “manufacturers’ 
representative” Rim with multiple clients. The company certainly has multiple clients today, mcluduig Tyler Pipe. See: 
www-allianc.csalcsnw-com/allianccsalcsnw_002.h tm. 

lliis scenario would not necessarily fall into die previously discussed safe harbor far “activities directly related to. . . 
[the] potential or actu^il purchase of goods or sendees” because it involves qiuihty control on goods that arguablv have 
already been purcliased. 

See the website of the Manufacturers’ Agents National Association at wvvw.manaonlinc.oig. 

Deboriih Iv. Rood, “State and Local Tax Issues,” undated Powerpomt presentation; available at 
http:// confcrcnccs.aicpa.org/ matcrials/downloacls/StatcJ .ocal_lssucs-lhcborah_l<_Rood.pclf (emphasis added). Rood 
is a former member of the State and Local i'ax lechnical Resources Panel of the lax Lhivision of the ^American Institute 
of Ciertified Public Accounfanfs. 

See: letter in support of B.ATS.A dated June 12, 2008 to foimcr House Judiciary Chaiiman John Conyers and fonner 
subcommittee chair I ,inda Sanchc/. 

In the past, the trade association representing the third-p;u:t}' warehouse industry' has not been satisfied with the 
Lmguage under discussion here and has sougjit broader iuid more explicit nexus profecrion m 13ATSA for corporations 
that store goods in their warehouses. (See: vTvw.iwla.com.) Tins is not suiprising, since some corporations also store 
materials m third-party warehouses that are nol shipped directly to customers (for extunple, mafentJs recjcumig further 
processing), and language resfocted to “fulfillment of transactions” likely would not protect such corporations from 
nexus. However, the industry’s desire to obtain a blanket nexus exemption for storage of any type of goods in a third- 
party warehouse in no way obviates the value to many companies of R.A’l SA’s existing language, on this issue. 

Matt TomaHs, “Some Fatal Flaws of S. 1726, H.R. ,5267, and .All BAT Nexus Bills,” Slale ’Pax Noles, March .5, 2008, pp. 
691-704. At the time he wrote this. Tomalis was a staff attorney with the Federation of Tax Admmistrators. 

1 omalis. p. 695. 
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May 4, 2011 

The Honorable Howard Coble 
Chairman 

Subcommittee on Commercial and Administrative Law, 

House Judiciary Committee 
U S. House of Representatives 

The Honorable Steve Cohen 
Ranking Member 

Subcommittee on Commercial and Administrative Law, 

House Judiciary Committee 
U.S. House of Representatives 

Dear Rep. Coble and Rep. Cohen: 

1 write on behalf of Citizens for Tax Justice to urge the House Judiciary Committee to 
reject the so-called “Business Activity Tax Simplification Acf’ (BATSA), H R. 1439. 

This legislation would make state and local taxes on businesses dramatically more 
complex, increase litigation related to business taxes, increase government interference in 
the market and reduce revenue to state and local governments by billions of dollars each 
year. 

No member of Congress would openly claim to support any of these outcomes. But the 
corporate lobbyists promoting BATSA have disguised their true goals with a deceptive 
argument. They claim that simplification will result from enacting a federal law limiting 
state and local governments to taxing only those businesses that have a “physical” 
presence in the state. 

Increased Complexity 

Even if the “physical presence” standard made any sense, it would not matter under H.R. 
1439 because it is not the standard set out in the bill. The bill has many “safe harbors” 
which are essentially loopholes allowing large corporations with lobbying clout to avoid 
state and local taxes even though they have what any rational person would call a 
“physical presence” in the jurisdiction. 

Under BATSA, a company that sends a full-time worker into another state each day to 
install equipment could be subject to that state’s taxes. However, if the company created 
two subsidiaries which each provided half of the equipment and which each hired the 
worker to perform the installations, the state would not be able to tax the business under 
BATSA. 

The state would also be unable to tax a business if the employee was only sent into the 
state 14 days each year, or if the company created several subsidiaries that each hired the 
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employee and sent him or her into the state for just 14 days each year. Can anyone 
honestly call this simplification? 

If the company warehoused items in the state before shipping them to customers, one 
would think this, at least, constitutes “physical presence,” but under B ATSA it might not. 
Items could be warehoused in the state by a second company that ships them to 
customers and this second company could also be exempt from the state’s business 
activity taxes under the exception for third-party “fulfillment” activities. 

Perhaps the most outrageous abuses would occur when a company is actually based in the 
state in question. Such a company might create subsidiaries in other states (states without 
business activity taxes) and transfer trademarks and logos to them. The company would 
then pay royalties to those subsidiaries for the use of the trademarks and logos, and these 
payments would reduce or even wipe out the income reported to the state where the 
company is based. Most states currently have laws that allow them to tax the out-of-state 
subsidiaries receiving royalties in this scenario, but BATSA would nullify those laws so 
that this type of tax avoidance would increase dramatically. 

In other words, BATSA would greatly increase complexity and the incentives for 
companies to engage in aggressive tax planning to avoid state and local taxes. 

Increased Litigation 

The various intricacies of BATSA that would encourage more aggressive tax planning 
would naturally lead to increased litigation. Besides that, some of the safe harbors in 
BATSA are not defined at all, which will certainly leave state and local governments no 
choice but to call upon the courts to interpret the provisions of the law when companies 
manipulate them. 

For example, even a company that has physical property and employees in a state will not 
have a “physical presence” there under BATSA if the property and employees are only 
used to carry out “limited and transient business activity,” which is left undefined. It’s 
difficult to imagine how this ambiguity could not lead to increased litigation. 

Increased Government Interference in Economy 

Perhaps some lawmakers may comfort themselves with the notion that despite all of these 
problems, in the end BATSA will mean the government has a lighter hand in the 
economy because businesses will be taxed by fewer state and local governments. 

To the contrary, BATSA is the ultimate example of government picking “winners and 
losers” among businesses competing against each other. BATSA would create artificial 
advantages for very large, multi-state companies that conduct most of their business 
online or over the phone and which have the resources to engage in the type of tax 
avoidance schemes already described. 
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Even if BATS A was dramatically amended so that it imposed a true “physical presence” 
standard, it would still create an artificial advantage for large, multi-state companies and 
make it more difficult for independent, local businesses to compete. 

In the internet age, when we all buy countless products and services from out-of-state 
companies, “physical presence” is not a reasonable standard to determine which 
companies should be taxed by a state or local government. Companies that ship products 
into a state benefit from the roads that facilitate delivery, the state and local courts that 
are used to enforce contracts, and the telephone and cable lines that are regulated by state 
agencies. An out-of-state company that receives all of these benefits should help pay to 
finance them. And yet, under BATSA, the responsibility of financing these benefits 
would be further concentrated on independent, local businesses. 

Reduced State and Local Revenue 

The Congressional Budget Office estimated in 2006 that a very similar bill would cost 
state and local governments collectively around $3 billion annually. The cost of the 
legislation currently under consideration would likely be even bigger because the bill 
provides more loopholes than previous versions. 

The reasons for the projected revenue loss are straightforward. Companies would avoid 
taxes in the jurisdictions where they are actually conducting much of their business. 

Some states have laws that allow them to tax the income and activities of their businesses 
if they are not taxed by any other state, but many states do not have such laws. The 
phenomenon of “nowhere income,” which is not taxable in any state, will become more 
prevalent and will benefit those corporations large enough to conduct business across 
state lines and to engage in the sort of tax avoidance schemes described here. 

In short, BATSA has nothing to do with tax simplification or economic efficiency. 
Instead, it is still another example of large, multi-state corporations trying to shirk their 
tax responsibilities. 


Sincerely, 



vj 


Robert S. McIntyre 

Director, Citizens for Tax Justice 
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444 North Capitol St., NW 
Suite 425 

Washington, DC 2000M538 
Telephone: 202.624.8699 
Fax: 202.624.8819 

MULTISTATE TAX COMMISSION www.mic.gov 

Working Together Since 1967 to Preserve Federalism and Tax Fairness 

April 11, 2011 

The Honorable Howard Coble The Honorable Steve Cohen 

Chairman Ranking Member 

Subcommittee on Courts, Subcommittee on Courts, 

Commercial & Administrative Law Commercial & Administrative Law 

U.S. House of Representatives U.S. House of Representatives 

Washington, DC 20515 Washington, DC 20515 

RE: H.R. \A'i9, Business Activity Tax Simplification Act of 2011 

Dear Chairman Coble and Ranking Member Cohen: 

This letter is regarding your Subcommittee’s hearing on HR. 1439, the Business Activity Tax 
Simplification Act of 2011 (BATSA), scheduled for April 13, 2011. The Multistate Tax Commission 
opposes this legislation. 

Background 

The Multistate Tax Commission is an intergovernmental state tax agency created in 1967 by the 
states as an effort to protect state tax authority and work to administer, equitably and efficiently, tax 
laws that apply to multistate and multinational enterprises. 

BATSA Hurts Local Businesses 

BATSA would authorize a wave of new corporate tax sheltering activity aimed at avoiding state 
and local business taxes. It would reward the major multistate corporations pressing for its enactment 
with eliminated tax liability in many states in which they are doing business. These large, multistate 
corporations would enjoy an imfair advantage compared to their small business competitors who are 
locally-oriented and who would become the bulk of the corporate tax base for a state. 

With large, multistate corporations emboldened to eliminate their jobs and investment in a state 
(following the BATSA provisions), yet still being able to profit from a state’s economic market, the 
resulting reduction in the business tax base leaves state legislatures with the unpleasant task of 
cobbling together needed revenue by increasing taxes on small businesses and individuals or cut 
important state services. 

BATSA Hurts State Fiscal Positions 

BATSA would cause a large majority of states to lose substantial corporate income tax payments 
(and other business activity tax payments as well) from multistate and multinational corporations that 
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Hon. Howard Coble & Hon. Steve Cohen Page Two 

April 11,2011 


would no longer be subject to tax because of the higher nexus threshold that would be established by 
the bill. 

The Congressional Budget Office has concluded that the enactment of substantially similar 
versions of BATSA would cause state and local governments to lose approximately $3 billion in 
annual revenues once corporations have an opportunity to restructure their operations to take full 
advantage of the tax-sheltering opportunities the bill creates. The National Governors Association 
placed that loss at $ 6.6 billion. Because H.R. 1439 goes beyond prior bills to also pre-empt state 
apportionment provisions, the impact would be even greater^ Thus, BATSA represents a huge 
unfunded mandate; indeed, it would be the largest state tax preemption mandate since the 
Congressional Budget Office began to track them. 

By depriving states of business activity tax revenues they currently are collecting, the legislation 
would impair their ability to provide services that are a critical foundation of a healthy national 
economy — such as high-quality K-12 and university education, public safety, and transportation 
infrastructure. Already, for Fiscal Year 2012 (which begins July 1, 2011 for most states), 44 states 
are projecting budget shortfalls. These same states have dealt with serious revenue gaps for the last 
three fiscal years. Projections show that states will be continue to be challenged with major shortfalls 
for a number of years. To close these gaps, hundreds of fiiousands of jobs will be in peril. This is not 
the time to consider legislation which will worsen this serious situation. 

Conclusion 

A congressionally-imposed business activity tax nexus threshold even loosely based on the 
current text of BATSA would foster inequity between big and small businesses, and thus create an 
unbalanced environment where giant multistate and multinational corporations could compete, 
without paying taxes, with local businesses. 

In today’s economic environment, any federal preemption of state tax authority must be taken 
very seriously and an act which so clearly benefits the richest corporations over our struggling small 
local businesses should be opposed. States agree there should be uniform rules for state tax nexus 
and have made progress toward this goal. There is no need for federal preemption of this critical state 
issue. 

I attach a white paper from the National Governor’s Association regarding an earlier version of 
this legislation which further explores the myriad issues with BATSA. Thank you for your 
consideration of our views. 


Sincerely, 



Enel 

as 


CC: Members, Subcommittee on Courts, Commercial and Administrative Law 
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ATTACHMENT 


M .JfKATIONAI, 

Tk Goyerj^ors 

^ WASSOCmiON 


IMPACT OF H.R. 1956, BUSINESS ACTIVITY TAX 
SIMPLIFICATION ACT OF 2005, ON STATES 


September 26, 2005 
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Executive Summary 

On April 28, 2005, H.R. 1956, the '‘Business Activity Tax Simplification Act of 2005” was 
introduced in Congress by Representatives Rick Boucher and Bob Goodlatte of Virginia. The bill 
would impose a federal physical presence standard for determining when a state can impose a 
business activity tax (BAT). In order to determine the impact of a bright-line nexus for state 
business activity taxes, the National Governors Association worked with the Federation of Tax 
Administrators (FTA) and the Multi-state Tax Commission (MTC) to survey state revenue 
agencies asking them to estimate the impact of such legislation on their respective state. ^ 

All of the 34 states responding to the survey have stated that the legislation would adversely 
affect their business activity tax (BAT) revenue. The range of taxes affected is broad and 
includes gross receipts, gross income (including Washington State's Business and Occupation 
Tax), taxes imposed on vendors for the privilege of doing business, taxes on receipts of public 
utilities, and taxes imposed in lieu of net income taxes and similar types of taxes. Based on 
information from responding states, H.R. 1956 would reduce BAT revenues by an average of 
10.4%. Extrapolating to all states, H.R. 1956 would cost states and localities an estimated $6.6 
billion annually. 

Examples provided by responding states indicate H.R. 1956 would upset settled law regarding 
state business activities of numerous industries including publishing, interstate trucking, general 
and customized manufacturing, the sale of distributorships, licensing of trademarks, and leasing 
of computer hardware and software. Sellers of services and intangibles would come under a new 
physical presence standard that exceeds the provisions in PL 86-272 for sellers of tangible 
personal property. This extension, along with other provisions in the bill, would create new 
opportunities for businesses to structure their operations so as to avoid most state business 
activity taxes entirely. Certain provisions, (e.g., the ability for other parties to perform work on 
the company’s behalf, the 21 day exemption, and carve outs for specific industries) present likely 
sources of revenue impact. 

Although the sponsors have indicated their bill would achieve the goal of creating legal certainty 
that would minimize litigation, it appears that H R. 1956 could have the opposite effect. 
Opportunities for businesses to reorganize in order to avoid taxes would shift the areas of 
litigation to new ground. The reorganizations and perhaps physical relocations would also 
burden the economy as businesses expend resources for non-productive purposes. In addition, 
H.R. 1956 would legalize certain tax sheltering practices and income shifting methods that 
several states consider questionable. 

In this survey, state revenue estimators were asked to estimate the revenue impact on their state 
in three ways - the static effect, dynamic effect, and compliance effect. A static effect captures 
how the new law would allow some companies, currently filing, to be free to stop filing. The 
dynamic or behavioral effect asks what happens to revenue when companies restructure or 
change operations to use the provisions of H.R. 1956 to minimize their BAT liability. The 


' Tills siiwey was originally conducted in response to a irirtually identical bill introduced during the 108th Congress. 
H.R. 3220, the ‘'Business Aclivitv’ Tax Simplification Act of 2003 Because of the similarity between tlie two bills, 
several stales used their original estimates to calculate the impact of H.R. 1956. 
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Analysis of H.R. 1956: September 26, 2005 

compliance effect is the loss of anticipated revenue from enforcement efforts to curb current 
illegal tax sheltering or income shifting activities that would be made legal if the bill were to 
become law. The estimates for the dynamic effect are somewhat larger than for the static effect, 
although the dynamic effect includes a wider range of estimates, representing less certainty. The 
compliance effect is significantly smaller than the static or dynamic estimates. 

As the report indicates, the federally mandated physical presence standard in H.R. 1 956 would 
have a significant impact on the revenues of nearly every state. The bill's extension of the 
physical presence standard beyond tangible personal property sales, and its addition of carve outs 
and exemptions for certain industries and practices, only increase its adverse impact. Governors 
urge Congress to oppose H.R. 1956 and leave decisions regarding state revenues to the states. 
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Analysis of H.R. 1956: September 26, 2005 


1. Introduction and Draft Description of Survey 

On April 28, 2005, H.R. 1956, titled the “Business Activity Tax Simplification Act of 2005’' was 
introduced in Congress by Representatives Rick Boucher and Bob Goodlatte of Virginia. This 
bill is strikingly similar to H.R. 3220, the “Business Activity Tax Simplification Act of 2003.” 
introduced by Representatives Boucher and GoodI atte on October 1 , 2003 . The purposes of thi s 
proposed legislation, according to Representative Bob Goodlatte of Virginia are: 

• To provide a “bright line" that clarifies state and local authority to collect business 
activity taxes from out-of-state entities. 

• To set specific standards to govern when businesses should be obliged to pay business 
activity taxes to a state. Specifically, the legislation establishes a “physical presence" test 
such that an out-of-state company must have a physical presence in a state before the 
stale can impose franchise taxes, business license taxes, and other business activity taxes. 

• To ensure fairness, minimize litigation, and create the kind of legally certain and stable 
business climate that encourages businesses to make investments, expand interstate 
commerce, specifically electronic commerce, grow the economy and create new jobs. 

• To ensure that states and localities are fairly compensated when they provide services to 
businesses with a physical presence in the state. ^ 

Although the underlying premise - a uniform state business activity tax jurisdictional standard - 
may be desirable to some, this bill would, if enacted, have adverse impacts on state and local 
governments. In-depth analysis of this bill reveals that preemption of state and local authority 
would expand in four dimensions; 

1) The bill would expand the type of taxes preempted from income taxes to a wide variety 
of state and local business activity taxes. 

2) The bill would expand the range of businesses benefiting from the preemption of state 
and local authority from only businesses selling tangible goods to all businesses making 
sales, including the sale of services and intangibles. 

3) The bill would impose new, broad restrictions on state jurisdictional authority for state 
and local business activity taxes by establishing a general physical presence standard of 
nexus for such taxes; and 

4) The bill would provide for a wide variety of exceptions to physical presence: temporary 
and permanent physical activities in a state that would allow business entities to be 
exempt from a state and local business activity tax even if they had a physical presence in 
a jurisdiction. 

The taxes affected by this proposed legislation include corporate income taxes and other business 
activity taxes (transactions taxes are not affected by the bill). Other business activity taxes 
include:^ 


Renwks of Representative Bob Goodlatte, reprinted 'm State Tax Notes, Doc 2005-9147, May 3, 2005. Tax 
AmUysts, Inc.. Arlington, VA 

' H.R. 1956 Section 4(1) and 4(2)(A) and 4(2) (B). 
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• A tax imposed on or measured by gross receipts, gross income, or gross profits; 

• A business license tax; 

• A business and occupation tax; 

• A franchise tax, 

• A single business tax or a capital stock tax; 

• Any other tax imposed by a state on a business for the right to do business in that state or 
measured by the amount of, or economic results of, business or related activity conducted 
in that state. 

Taxes on gross receipts, gross income, or gross profits include Washington State’s Business and 
Occupation Tax, taxes imposed on vendors for the privilege of doing business at retail, taxes on 
receipts of public utilities and taxes imposed in lieu of net income taxes and similar types of 
taxes.' Business license taxes and business and occupation taxes include taxes and fees which 
are imposed on persons and businesses not domiciled in a state for the privilege of conducting 
business in that state. For example, a state may impose a license tax on out-of-state financial 
services companies, electricity marketers, and similar types of businesses for the privilege of 
conducting business in that state, regardless of whether these businesses have a physical 
presence, as defined in H.R. 1956, in that state. Local governments in that state that impose taxes 
similar to the ones illustrated above would be similarly prohibited from imposing these taxes. In 
2004, state and local business activity taxes, using the definition of these taxes contained in the 
bill were $89.8 billion; or, 9.7 percent of state and local government tax revenues ($925.5 
billion). In 2003, the estimated level of business activity taxes was $99.8 billion - 10.4 percent of 
state and local tax revenues - $964.2 billion.^ 

H.R. 1956 treats an individual's or an employee's presence in a state as not constituting physical 
presence if the individual or employee is in the state for 2 1 days or less,_/br any purpose. 
Similarly, a firm can have any amount of property in a state for 2 1 days or less and not have 
physical presence in a state. This proposed legislation would expand both the number and quality 
of contacts that an entity or individual can have in a state and still be exempt from that state’s 
taxation. Some of the safe harbors would permit businesses to own property (in some cases, real 
property) in this state, for extended periods of time, without incurring a state tax liability. 
Additionally, H.R. 1 956 would legalize certain tax shelters or income shifting methods that a 
number of states consider questionable. 

Desirability of Physical Presence as the Nexus Standard for Business Activity Taxes 

As Congressman Goodlatte correctly notes, the growth of the Internet increasingly enables 
companies to conduct transactions without the constraint of geopolitical boundaries. The growth 
of remote interstate business-to-business and business-to-consumer transactions raises questions 


' Note dial such la.xes need iiol be levied on all businesses, bul may be la.xes for ihe riglii of doing business or 
earning income from particular acUvilies. Examples include ulilily gross receipts la.xes levied for llie riglil of 
coiiduciing lelecommunicalions, eleclrical supply or similar aclivilies. 

^ Insurance gross premiums la.xes are not included in Uie possible list of slale la.xes llial may be preempted by H.R. 
1956 because it was concluded by MTC legal staff lliat these taxes were protected by the McCarran-Fergtison Act. 
U.S. Department of Conmierce. Bureau of Economic Analysis. National Income and Products Accounts. 
hrtp:,4'wvvw.bea.doc.aoxyl3ea/dn/mpaweh/TabjeView.asT>#Mid 
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over where multi-state companies should be required to pay corporate income and other business 
activity taxes7 Proponents of a physical presence based nexus standard assert that: 

.Public Law 86-272 must be modernized to address the shift in the focus of the 
economy from goods to services and intangibles, the increased burdens being imposed by 
local taxing jurisdictions, and the proliferation of non-income based business activity 
taxes. 

Furthermore, the proponents of a physical presence based nexus standard assert that business 
firms receive benefits from state and local governments only in those states in which they have a 
physical presence, and that the business activity taxes imposed on firms with physical presence 
will adequately compensate those governments for the services provided to local businesses.'^ 

There are, however, compelling arguments against a physical presence based nexus standard for 
business activity taxes in general and against H.R. 1956 in particular. Professor Charles McLure 
of the Hoover Institution Stanford University, argues that Public Law 86-272 does not provide a 
desirable basis for state business activity nexus. Tn an article in the December 2000 National Tax 
Journal, Professor McLure states: 

■‘Current rules for determining income tax nexus fail miserably. P.L. 86-272 has been 
justified as needed to limit extra-territorial taxation and interference with interstate 
commerce, but it has no conceptual foundation. Instead it reflects the exercise of raw 
political power and prevents the assertion of nexus by states that should be able to 
collect income taxes from corporations deriving income from within their borders.’"’'^' 

The argument that only those business firms physically located in a state receive any benefits 
from state expenditures and therefore should not be required to pay business activity taxes in 
those states in which they do not have physical presence is not true. The Economics of Public 
Finance literature has a long history of defining and classifying types of public services and the 
most economically efficient ways of financing those expenditures. For example, the benefits of 
state and local expenditures shows that the benefits of those expenditures often “spillover” to 
other jurisdictions and accrue over long periods of time, thus making it nearly impossible to 
assign specific benefits to specific businesses or individuals.” Tn such cases, these generalized 
benefits are usually financed by generalized taxes, such as income taxes or other taxes measured 
by ability to pay. 

Furthermore, firms with little or no physical presence in a state generally pay very little in the 
way of state and local business activity taxes to those jurisdictions.'^ Government benefits to 
business finns with a physical presence within a state are largely financed through property taxes 


' Goodlalle, op. cii. 
wvv^v. baisa.org . 

■’ Remarks oTRepresenlaiive Bob Goodlalle, repriiiled 'm. State Tax Notes. Doc 2005-9147, op. cit. 

Cliarles McLure, 'Tinpleinenliiig Slale Corporate Income Taxes in lire Digital Age," National Tax Journal. 
Volume LIII. No. 4, Part 3, December 2000. p. 1297. 

' ' Wallace E. Oates. “An Essay on Fiscal Federalism." Journal of Econonuc Literature. Vol. 37, September 1999. 

p. 1128. 

http:/A\ww.batsa.org/FAQ.htm#ANS17 
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on the business’ real and tangible property and by sales/use taxes on the purchase of business 
inputs. Nationally, these taxes account for 38.6 and 24.8 percent relatively of state and local 
taxes imposed on businesses in fiscal year 2003, Business activity taxes in contrast accounted for 
18.0 percent of state and local taxes imposed on businesses in that year,^^ 

Even if Congress chooses to limit the nexus standard for business activity taxes to a physical 
presence based standard, the question arises: is enactment of H.R. 1956 the best method of 
achieving that goal? Supporters of H.R. 1956 assert that enactment of this bill would not result in 
any significant loss of revenues to states because businesses would not restructure in order to 
take advantage of the safe harbors contained in the bill.^'* However, a recent analysis by the 
Congressional Research Service on H.R, 3220 from the 108^^ Congress notes that: 

'The new regulations as proposed in H.R, 3220 would have exacerbated the underlying 
inefficiencies because the threshold for business — the 21 -day rule, higher than currently 
exists in most states would increase opportunities for tax planning leading to more 
“nowhere income.” In addition, expanding the number of transactions that are covered by 
P.L. 86-272 would have expanded the opportunities for tax planning and thus tax 
avoidance and possibly evasion.” 

Preliminary Findings 

A major finding of this survey is that if H.R. 1956 is enacted, the bill would upset settled law 
regarding state business activity taxation of numerous industries, including publishing, interstate 
trucking, general and customized manufacturing, the sale of distributorships, licensing of 
trademarks, and leasing of computer hardware and software. 

If H.R. 1956 is enacted the estimated revenue impact in fiscal year 2007, for the 34 states that 
have responded to the survey would range from appro.ximately $3.3 billion, or approximately 8.2 
percent of projected business activity tax revenues in that year to $5.5 billion, or approximately 
12.7 percent of projected business activity tax revenues. The “besf’ estimate of the impact is 
approximately $4.6 billion, or approximately 10.4 percent of projected business activity tax 
revenues in that year. Applying these proportionate revenue impacts to all states, the projected 
revenue impact in fiscal 2007 would range from $4.7 billion to $8.0 billion; the “besf’ estimate 
would be $6.6 billion. The estimated revenue impacts would range from 8.2 percent of projected 
business activity tax revenue in fiscal year 2007 to 13.8 percent; the “best” estimate would be 
11.4 percent (See Table 1). 


Robert Cline. William Fo.x.. TomNeubig. and Andre\v Pliillips, “Total Stale and Local Business Ta.ves: A 50- 
Siaie Slud> of the Taxes Paid by Business in Fiscal 2003.“ State Tax Notes. Document 2004-1774. Ta.\. Analysis. 
Inc.. Arlington, VA, March 1. 2004. p. 738. 

' '' http:/A\ww.balsa.org/FAQ.htm#ANS16 

Steven Maguire, State Corporate Income Taxes: A Description and Analysis. CRS Report for Congress, Order 
Code RL32297. updated March 9, 2005, p.l4. 
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Table 1: Estimated Revenue Impact of H.R. 1956 
Fiscal Year 2007 


Effect 


Estimated Impact: Fiscal Year 2007 


Minimum 

Impact 


Best 

Estimate 


Maximum 

Impact 


(Millions) 


Total Effect 
Static Effect 
Dynamic Effect 
Compliance Effect 


$4,718.6 

2,216,7 

2,124.4 

364.7 


$6,588.3 

2.639.4 

3.463.4 
366.7 


$7,968.1 

3,061.5 

4,403.9 

368.1 


Effect 


(Percent of Projected Business 
Activity Taxes) 


Total Effect 

8.2% 

11.4% 

13.8% 

Static Effect 

3,3 

4.1 

4.7 

Dynamic Effect 

3,5 

5.6 

7.1 

Compliance Effect 

0.6 

0.6 

0.6 


Sources: Multistate Tax Commission estimates based on State Revenue 
Agency responses to survey of potential impact of H.R. 1 956 in fiscal 
year 2007; and, US. Department of Commerce, Bureau of the Census 
Bureau of Economic Analysis. 


Beyond the effect on revenue, H.R. 1956, if enacted, would cause a significant, but unmeasured 
burden on the economy. The special provisions of the bill would most likely induce a number of 
fimis to reorganize in order to take advantage of those provisions. These reorganizations absorb 
the resources of the fimis but would not result in greater efficiency or productivity. Furthermore, 
if business firms alter the location of existing plant and/or personnel to take advantage of the 
provisions of this bill, the result is economically inefficient locations of production. 

Description of Survey 

On April 23, 2004, the FTA and MTC sent a survey to each state asking them to estimate the 
impact of a federal physical presence standard, on their state. As of this date, 34 states have 
responded to the BAT survey. The survey instrument contains background explanation and staff 
analysis of the legislation, and four response sections: 

1 . Section 1. Legal and Enforcement Analysis. This section asks for a complete list of each 
state's statutes and regulations that would be overturned if H R, 1956 were enacted. The 
section consists of three parts: 

Part A . - Identification of the type of tax to which the regulation or statute applies and the 
citation of the applicable provision. 

PartB . - Provision of a brief factual description of court cases affected, including the type of 
tax and the amount of income and tax involved. 

Part C . - Examples of current enforcement activity that would be precluded by H.R. 1956. 
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2. Section 11. The Revenue Esiimaie. This section asks for estimates of the revenue impact 
of H R, 1956 on each state. It asks state revenue estimators to estimate the impact on their 
state in three ways: 

• Static effect. Some companies that currently comply with state BAT laws would, 
under the new nexus standards, be free to stop filing. 

• Dynamic or Behavioral effect. Estimates the revenue effect when companies 
restructure or change operations to use the provisions of H R, 1956 to minimize 
their BAT liability. 

• Compliance effect The loss of anticipated revenue from enforcement efforts to 
curb current tax sheltering or income shifting activity. 

Guidelines for estimating the revenue impact on state and local governments are included in this 
part. 

3. Section 111. Case StucfD'ixamples of Inequitable Taxpayer Results That Would be 
Created by H.R 1956. 

4. Section IV. State Responses to Examples of 'Horror ” Stories Raised by Proponents of 
Physical Presence Nexus Standard. 


The remainder of this analysis presents the preliminary findings from state responses to two 
sections of the survey. First is the legal analysis portion, corresponding to Section I of the 
survey. Second is the revenue impact analysis, corresponding to Section TT of the survey. 


11: Preliminary Estimates of the Legal Impact of H.R. 1956 
Preliminary Findings 

This section summarizes the likely effects of H.R. 1956 on the states' existing authority under 
the Commerce Clause and/or PL 86-272 to impose a business activity tax on a multistate 
business. For the most part, the cases described below were identified by the states responding 
to the H.R. 1956 survey as likely to be affected should H.R. 1956 become law. Tn preparing this 
analysis, we have relied on the facts as determined in each case, rather than construct 
hypothetical factual scenarios against which the effects of H.R. 1956 are measured. 

Accordingly, this section is intended to present a real world analysis of H.R. 1956 by explaining 
how the results of actual cases are likely to be affected by the bill. 

1. H.R. 1956 will preempt the states^ authority to impose a business activity tax on a 
company operating through a wholly owned dependent contractor. 

Currently, a business that solicits or makes sales through an independent contractor is within the 
PL 86-272 safe harbor. In order to be considered an independent contractor, the representative 
must have more than one principal. The RDA case described below is indicative of how H R. 
1956 would interact with current state law. 
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RDA is a Delaware corporation headquartered in New York State. It publishes and sells 
Reader’s Digest. All sale orders are accepted and filled outside California. RDA does not own, 
lease or maintain any facilities or bank accounts in California, and has no California employees. 
Under these facts, the California FTB conceded that PL 86-272 preempted California from 
taxing RDA. 

RDS&S, a wholly owned subsidiary of RDA, is a Delaware corporation that was headquartered 
in New York during the years at issue. RDS&S maintained two offices in California during the 
tax years in question and was subject to California franchise tax. 

RDS&S solicited sales of advertising in domestic and foreign editions of Reader’s Digest, on 
behalf of RDA and RDA subsidiaries that publish various editions of the magazine. It also 
solicited advertising sales on behalf of at least four foreign companies fin which RDA had no 
ownership interest) that published foreign language editions of Reader’s Digest. 

RDS&S was the only entity that sold or solicited the sale of advertising in the United States for 
any edition of Reader’s Digest. RDA required all subsidiaries and foreign companies publishing 
the magazine to use RDS&S as their advertising broker in the United States. RDS&S did not 
solicit advertising sales on behalf of any publication other than Reader’s Digest. 

RDA reviewed and executed the RDS&S lease in California and administratively oversaw the 
properties of RDA subsidiaries. RDA performed accounting functions, administered the 
employee benefit plans and purchased all insurance for RDS&S. In its consolidated financial 
statements, RDA eliminated all “intercompany” net sales and operating revenue between 
RDS&S and RDA and its other affiliates, asserting that RDS&S was part of RDA’s unitary 
business. 

In Reader's Diges! Association, inc. v. Franchise Tax Board, 94 Cal. App. 4^'' 1240, 115 Cal. 
Rptr. 2d 53 (CA Ct. App. 200l),rev/tnr denied, 2002 Cal, LEXIS 1786 (CA 2002), the 
California Court of Appeal ruled that RDS&S was not acting as an independent contractor within 
the meaning of PL 86-872 in selling advertising for RDA and other affiliates of RDA. 

Therefore, the Court held that RDA’s income and sales factors were properly included in the 
unitary business apportionment formula on the California franchise tax return. 

H.R. 1956 would overrule Reader 's Digest. Section 3(b)(2) of the bill would allow a business to 
escape business activity tax in a state if it uses the services of another person to establish and 
maintain its market in the state, as long as the person performs similar functions on behalf of at 
least one other business entity during the ta.xable year. There is no requirement in H.R. 1956 that 
the business entities are unrelated or that the person is an independent contractor. Therefore, 
under the facts of Reader 's Digest, California would be preempted from imposing its corporate 
franchise tax on RDA, notwithstanding that RDS&S only sold advertising on behalf of Reader’ s 
Digest and that, at least in the United States, all of RDS&S’ clients were RDA affiliates. 

2. H.R, 1956 will substantially preempt the states’ authority to impose a properly 
apportioned income tax on interstate motor carriers. 
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McAdams, an Arkansas corporation, was an ICC-certified irregular route motor common carrier 
transporting commodities in interstate commerce. For the tax years in question, McAdams’ 
percent of total miles traveled in Virginia to total miles traveled ranged from 1 ,23% to 3,14%. 

On average, its deliveries into Virginia from points outside the state ranged from 35 to 5 1 during 
the tax years at issue. Its pick-ups in Virginia for delivery outside the state during this period 
ranged from 1 to 9 per year. There were no intrastate pick-ups or deliveries and the interstate 
pick-ups and deliveries which either began or ended in Virginia constituted only 5% of the miles 
McAdams traveled within the state. The remaining 95 percent of the miles McAdams traveled in 
Virginia were “bridge miles. 

Virginia imposes a corporate income tax on the Virginia taxable income of every foreign 
corporation having income from Virginia sources. Income can be derived either from the 
ownership of any interest in real or tangible personal property in the state, or from a business, 
trade, profession or occupation carried on in the state. In the case of motor carriers, any carrier 
which travels less than 50,000 miles annually through Virginia or which makes fewer than 
twelve round trips annually into the state is excluded from the tax. McAdams exceeded these de 
minimis amounts in each of the years in question. 

In applying its income tax to the income derived by interstate motor carriers within Virginia, the 
state uses an apportionment formula, the numerator of which is the total miles traveled in 
Virginia for the tax year and the denominator of which is the total miles traveled everywhere that 
year. 

In Virginia Department of Taxation v. BJ. McAdams, Inc., 221 Va. 548, 3 1 7 S.E.2d 788 ( 1 984), 
the Virginia Supreme Court ruled that a properly apportioned income tax imposed on interstate 
motor carriers was consistent with the Commerce Clause. 

In ruling that the Virginia tax was consistent with the Commerce Clause, the Virginia Supreme 
Court found sufficient nexus to impose the tax because of McAdams’ use of the Virginia 
highway system, and the state’s provision of police protection and similar benefits to the 
taxpayer. 

H.R. 1956 would upset settled law in Virginia and in most states regarding the income taxation 
of interstate motor carriers doing business within the taxing state. The 21 day rule in Section 
3(b) (1) and (2) would preempt a state from imposing a business activity tax on an interstate 
motor carrier that was present in the state for no more than 21 days in the taxable year, acting 
either through employees or through another person. Furthermore, if the interstate motor carrier 
utilized the services of another person who performed similar functions on behalf of at least one 
additional business entity during the taxable year, the state would be preempted from imposing 
business activity taxes on the carrier even if the other person were present in the taxing state for 
more than 2 1 days. (Section 3(b) (2)). As a result, an interstate motor carrier could structure 


' '' ‘'Bridge miles" consist of miles driven tliroiigh a state from an origin outside the state to a destination outside the 
state, witlioiit imy pick-ups or deliveries witlhn the state. 
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itself so that its delivery affiliate performed similar functions exclusively for affiliated entities 
and immunize its entire income from state taxation.'^ 

3. H.R. 1956 would overrule established precedent bv allowing businesses to engage in 
activities that are not ancillary to solicitation without incurring business active tax 
liability. 

The United States Supreme Court has ruled that activities that are not ancillary to sales 
solicitation - those activities that serve an independent business function apart from their 
connection to the soliciting of orders - do not come within the safe harbor from taxation 
established by PL 86-272. Wisconsin Deparlmetil of Revenue William Wrigley, Jr., Co., 506 

U.S. 214 (1992), Accordingly, such activities as a salesman’s replacing stale product for a 
retailer, a salesman's storage of product other than samples or replacing product for the retailer 
for consideration all serve independent business functions apart from their connection to the 
soliciting of orders and take the business out of the PL 86-272 safe harbor. 

H.R. 1 956 would effectively overrule Wrigley because of the 21 day rule and/or excluding from 
the definition of “physical presence,” persons performing similar functions on behalf of one 
additional business entity other than the taxpayer. 

In Chalkmooga Class Company v. S/rickland, 244 Ga. 603, 261 S.E. 2d 599 (1979), the Georgia 
Supreme Court ruled that an out-of-state bottle manufacturer exceeded the protection of PL 86- 
272 by engaging in certain in-state activities that were not incidental to solicitation. Among 
those activities were: ( 1 ) one or two visits to Georgia per year by the company’s customer 
service personnel to, among other things, remedy customer problems with previously purchased 
bottles, (2) maintaining property in Georgia, in the form of containers to store broken glass for 
later use as raw material in the company’s glass manufacturing operations, and (3) purchasing 
the broken glass for use as raw material. Any of these activities would be viewed as not 
ancillary to solicitation under the Wrigley test, whether or not performed by sales personnel. 

H.R. 1956, Section 3(b) (1) (A) would allow Chattanooga Glass to remedy customer problems 
under these facts, because the employees were not present in the state for more than 21 days. 
Furthermore, the company could exceed the 21 day limit by forming an affiliate to resolve such 
problems, and still not create the requisite physical presence required by the bill, as long as the 
affiliate performed similar functions on behalf of one additional business entity, including 
another affiliate. Section 3(b)(2). Section 3(b)(3) (c), in conjunction with Section 3(b)(2), would 
allow the company to maintain containers for broken glass within the State and to purchase 
broken glass in Georgia without incurring business activity tax liability, as both activities can be 
viewed as establishing or maintaining a market in the state by securing a source of raw material. 

4. H.R. 1956 would unset longstanding settled law bv extending PL 86-272 to taxes 
other than taxes on or measured bv net income. 


' The delivew itSihate itself would reniitin subject to state taxation, as long as it was present in the state for more 
thtm 2 i days in a taxable year. But the corporate tax base would be substantially reduced. 
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Currently, PL 86-262 only applies to a '‘net income tax” which is defined as a tax imposed on or 
measured by net income. H R. 1956 would greatly expand the range of state taxes preempted by 
PL 86-272, In addition to the net income tax, H R, 1956 also applies to the other business 
activity taxes defined in Section 4(2) (A) of the bill. If enacted into law, this would have a 
profound effect on settled law regarding nexus to impose a state business activity tax other than a 
net income tax. 

For example, the Washington business and occupation tax is imposed on “the act or privilege of 
engaging in business activities” in the state. The tax applies to the following activities in 
Washington: extracting raw materials, manufacturing, or making wholesale or retail sales. The 
measure of the selling tax is the “gross proceeds of sale” and the measure of the manufacturing 
tax is the value of the manufactured products. 

In Tyler Pipe Indusnies V. Washington Department of Revenue, 483 U.S. 232 (1987), the United 
States Supreme Court ruled that the presence of one independent contractor soliciting sales from 
within the state was sufficient to establish nexus for Washington to impose its B&O tax on an 
out-of-state manufacturer. Tyler maintained no office, owned no property and had no resident 
employees in Washington. The solicitation of business in Washington was directed by 
executives whose offices were outside the State and by one in-state independent contractor. 

H.R. 1956 would allow an out-of-state company to easily avoid Washington’s B&O tax under 
the facts of Tyler Pipe. First, the Washington B&O tax would clearly be considered a business 
activity tax under HR. 1956 Section 4(2) (A) (i), (iii) and (vi). If the independent contractor 
performed sales solicitation services for one additional business entity during the taxable year, 
Washington would be preempted from imposing its B&O tax on the company, even if Tyler Pipe 
utilized the services of the contractor 52 weeks per year. Section 3(b)(2). 

Michigan’s single business tax (SBT) would also be included in the definition of “other business 
tax” in Section 4(2)(A). Doing so would reverse longstanding current law. In Gillette Company 
V. Michigan Department ofTreasiny, 198 Mich. App. 303, 497 N.W, 2d 595 (Ml Ct. App. 1993), 
appeal denied, 519 N.W. 2d 156, reconsideralion denied, 521 N.W. 2d 612 (Ml 1994), ceri. 
denied, 513 U.S. 1103 (1995), the Michigan Court of Appeals ruled that Michigan’s single- 
business tax was not a tax imposed on or measured by net income. Therefore, the tax was not 
included within the definition of “net income tax” set forth in PL 86-272. 

H.R. 1956 Section 4(2) (A) (v) explicitly includes a single business tax within the definition of 
“other business activity tax” covered by the bill. As Gillette’s activities in Michigan were 
limited to the solicitation of orders that were accepted and filled from outside the state. Section 
2(a) of the bill would preempt Michigan from imposing its SBT on Gillette, thereby overruling 
the decision of the Michigan Court of Appeals. 


The e.vlensionoTPL 86 -272 lo business acliviU la.\.es oilier ilian a nel income lax would liave broader 
rainificaiions Ilian merely exlending the siaiule's proleciion of solicilalion aclivily lo those la.xes. As Ihe discussion 
of Chafranooga Glass makes clear in the net income tax context, extending the statute’s protection to otlier taxes 
will lim-’e similar consequences for tliose taxes wTiere the business engages in substantial activities tliat are clearly 
not ancillary to solicitation. 
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5. H.R. 1956 would substantially preclude a state from levying a business activity tax 
on or as a result of a sale of an intangible. 

Section 2(a) of H.R. 1956 extends the protection of PL 86-272 to the solicitation of services or 
intangibles, thereby expanding the existing safe harbor for sellers of tangible personal property to 
the entire economy. 

hxAmw'ay CoTporation, Inc. v. Missomi Director of Revenue, 794 S.W. 2d 666 (1990), the 
Missouri Supreme Court held that the sale of distributorships by Amway, a Michigan 
corporation, exceeded the safe harbor established by PL 86-272 for the solicitation of orders for 
tangible personal property. The Court found a distributorship to be a license sold for a fee by 
Amway for '‘the right to service . . . customers and sponsor , . . distributors.” The Court further 
found the sale of such a right to constitute a nonexclusive franchise the sale of which is the sale 
of intangible personal property. As of 1980, the last tax year at issue, Amway had more than 
35,000 Missouri distributors and realized more than $175,000 in income from the sale of Amway 
distributorships in Missouri. 

H.R. 1956 would effectively Amway because the State would be preempted from 

imposing a business activity tax on the sale of distributorships. 

In addition, given the physical presence requirement of Section 3(b), a number of cases that have 
ruled that physical presence is not required for a state to have corporate income tax nexus with a 
Delaware trademark holding company would be overruled if the bill were to be enacted, 

Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E. 2d 13 (S.C.), cert, denied, 510 U S. 
992 (1993); A&F Trademark, Inc., et al, v. North Carolina Secretajy of Revenue, 605 S.E. 2d 
187 (NC Ct. App. 2004), The amount of “nowhere income” realized by PICs (passive 
investment companies) is enormous. For example, the local operating companies in A&F 
Trademark had claimed state income tax deductions of $30 1,067,619 in royalties and S 
122,03 1,344 in interest paid to PICs in 1994, accounting for 100% of the taxpayers' income for 
that year. 

6. H.R. 1956 arguably may preempt a state from imposing a vendor sales tax. 

H.R. 1956, Section 4(2) (B) excludes a transaction tax from the definition of “other business 
activity tax.” But Section 4(2)(A)(i) specifically includes a tax imposed on or measured by gross 
receipts within the definition of “other business activity tax.” In addition. Section 4(2)(A)(vi) 
includes within the definition of “other business activity tax” any tax imposed by a state on a 
business “for the right to do business in that state or measured by the amount of, or economic 
results of, business or related activity in that state.” This creates an ambiguity as to whether a 
vendor sales tax is included within the definition of “other business activity tax.” At the very 
least, this ambiguity will lead to litigation in those states that impose a gross receipts tax on a 
vendor for the privilege of engaging in retail sales. 

Arizona imposes a privilege tax “measured by the amount or volume of business transacted .. on 
account of . . . business activity, and in the amounts to be determined by the application of rates 
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against values, gross proceeds of sales or gross income A.R.S. §42-5008A (2004). The tax 
is not a direct tax upon goods one sells; rather, it is a tax directly and specifically for the 
privilege of conducting business within Arizona. Arizona Department of Revenue v. Robinson ’.v 
Hardware, 149 Ariz, 589, 721 P.2d 137 (AZ Ct. App. 1986). The Arizona retail transaction 
privilege tax appears to come within the scope of H.R. 1956, Sections 4(2) (A) (i) and (vi). If so, 
HR. 1956 would arguably o\tnu\t Arizona Depariment of Revenue v. 0 'Connor, Cavanaugh, 
Anderson, Killingsworth & Beshears, 192 Ariz, 200, 963 P, 2d 279 (AZ Ct. App, 1997). 

In O 'Connor, the Arizona Court of Appeals ruled that an Indiana manufacturer of custom office 
furniture had sufficient nexus with Arizona for the state to impose its retail transaction privilege 
tax. Between February 1985 and April 1989, Dunbar, the Indiana furniture manufacturer, 
entered into eighteen contracts to manufacture, sell and install office furniture for a Phoenix law 
firm. Dunbar employees delivered the furniture, usually in Dunbar trucks, and installed it in the 
Phoenix law office. In addition, Dunbar dispatched employees to Arizona on three occasions 
over the life of a three-year warranty to perform warranty services. On two of those occasions, 
Dunbar employees spent a week or more at the firm’s new offices to correct the problems. 

On these facts, it is likely that Dunbar’s employees did not spend more than 21 days in Arizona 
in any taxable year. If HR. 1956 applies to Arizona’s retail transaction privilege tax, Arizona 
would therefore be precluded from imposing its tax under Section 3(b) (1). In any event, an out- 
of-state vendor could easily restructure itself so as to provide delivery and installation services 
through another person under Section 3(b)(2) and engage in those activities on a tax-free basis 
even if those persons were present in Arizona for more than 2 1 days in a taxable year. 

Furthermore, an out-of-state vendor can maintain tangible leased property in the taxing state 
indefinitely without exceeding the protection of H R. 1956, as long as that property is used to 
furnish a service to the owner or lessee by another person. Section 3(b)(3)(A). This would 
arguably overrule the holding of the Arizona Court of Appeals in Arizona Department of 
Revenue v. Care Computer Systems, Inc., 197 Ariz. 4 14, 4 P.3d 469 (AZ Ct, App, 2000), 

Care Computer is a Washington corporation that sells and licenses computer hardware and 
software to nursing homes. During the audit period, Care engaged in approximately 180 
transactions with Arizona nursing homes. The vast majority of Care’s Arizona transactions were 
conducted by mail or telefax. Two of the transactions were leases and the rest were sales. One 
lease was for a general ledger program; the other was for three programs and a computer. At the 
end of both lease terms, the lessees bought the leased goods, and Care credited 75% of the lease 
payments to the sales prices. Total rental payments for the two transactions were $ 24,208.86. 

Care had one salesperson assigned to Arizona who operated from California. He visited Arizona 
on seven occasions during the audit period, averaging one- to two-day visits each time. In 
addition, Care conducted training for its Arizona nursing home customers on 80 widely separated 
days of the 1370 days covered by the audit from July 1987 through March 1991, or an average of 
24 days per year.’^ 


' The 24 day average is not broken down by taxable year. It is quite possible tliat Care ' s training personnel were 
not present in Arizomt in excess of 2 1 days per taxitble year. 
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Care charged a license fee for its leased products. Approximately $105,000 of Care’s income 
from Arizona transactions during the audit period consisted of software licensing fees. 

Based on the above facts, the Arizona Court of Appeals found sufficient nexus for Arizona to 
impose the retail transaction privilege tax. If H.R. 1956 were to be enacted, the continued 
authority of (kire Compuler would be in doubt. It would be easy enough for a company to 
reorganize itself such that in-state training would be performed by another person within the 
meaning of Section 3(b)(2). The property would then be within the safe harbor of Section 3(b) 
(3) (a) as it would be used to furnish a service to the lessee of the property by another person. 

Conclusion 


If HR. 1956 is enacted, there is substantial reason to believe that the bill would upset settled law 
regarding state business activity taxation of numerous industries, including publishing, interstate 
trucking, general and customized manufacturing, the sale of distributorships, licensing of 
trademarks, and leasing of computer hardware and software. 


ITT: Preliminary Estimates of the Revenue Impact of H.R. 1 956 
1. Preliminary Findings: 

Based on the results from the 34 responding states to date, the ‘'besf’ estimate of the impact for 
alt states in fiscal year 2007 is $6.6 billion. The total effect in fiscal year 2007 is the sum of 
three effects, static effect, dynamic effect, and compliance effect, which are described below. 
Using the best estimates of state revenue agency personnel, the projected revenue impacts are: 
$3,0 billion; $4,2 billion; and $443 million from the static effect, the dynamic effect, and the 
compliance effect respectively. 

The estimated total revenue impact of H R. 1956 in fiscal year 2007 would range from $5,5 
billion to $9.4 billion. The estimates of the static effect range from $2. 5 billion to more than $3 . 5 
billion; $3.0 billion is the best estimate. This relatively narrow range of the expected impact is 
based on the judgment of state revenue estimating personnel from their examination of business 
income tax returns. Conversely, the relatively wide range ($2.5 billion to $5,3 billion) of the 
estimated revenue impact resulting from expected changes in the response of business firms to 
the change in tax law - the dynamic effect - is based on state revenue agency staff projections of 


Tliis estiniiite was derived by iimltiplying the estiniiite of tlie revenue impact of H.R. 1956 as a proportion of 
projected business activity tax revenues, as reported by the slates. (14. 1 percent) by the projected business activity 
tax revenue for all states in fiscal year 2007 - $57.7 billion Business activity taxes are defined as; corporate 
fnmcltisc taxes, corporate income taxes, and Business and Occupation Ttixes (Wasltington State), Single Business 
Tax (Micliigan) and Use Tax in Illinois. These taxes were chosen to represent all business activity taxes because 
tliey were tlie ones estimated by the responding states. A more detailed e.xplanation of liow tlie weighted average 
was obtained is presented in the APPENDIX. 

The estimates for U.S. btismess activity tax collections in 2007 were derived by projectmg business acthhty tax 
revenues for fiscal years 1999, 2000, 2001, 2002 and 2003 tlirotigh 2007 using straight line trends and growth trends 
and averagmg those results. Data for state business activity- taxes are from the U.S. Bureau of the Census, State Tax 
Collections for the various years. 
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business responses to H.R. 1956, The range of estimates of the compliance effect 
(approximately $418 million to approximately $445 million) is based on current enforcement 
actions that would not be taken if H R. 1956 were to become law.^^ 

State revenue agency personnel were asked to estimate the revenue impact of H R. 1956 on their 
state’s revenue in fiscal year 2007 and beyond. Fiscal year 2007 was chosen as the target year 
because it was assumed that, if enacted, H R. 1 956 would be in effect for fiscal years 2005 and 
beyond; and, that the revenue effects would not be significant until two years after the law was 
enacted. This time frame was considered sufficient for business firms to reorganize their 
operations in order to take advantage of the protections offered by H R. 1956 to reduce their state 
business activity tax liabilities. However, preliminary responses from some states indicate that 
the revenue impact could increase significantly for fiscal years 2009 and beyond. For example, 
seven states, California, Delaware, Kentucky, New Jersey, Tennessee, Washington, and 
Wisconsin, provided estimates of the revenue impact for fiscal year 2009 as well as 2007. Using 
those states’ “best” estimates, the total revenue impact for those states would increase from $1.8 
billion to $2.5 billion - or 40.5 percent. 

2. Methods of Estimation: 

Revenue estimators projected the revenue impact ofH.R. 1956 on their state by assuming that 
the impact would result from three simultaneously occurring effects: 

• {Static Effect)'. Businesses that would no longer be subject to tax by the revenue 
estimator’s state or localities under the new law because their physical presence in a state 
was below the threshold established by H.R. 1956 (21 days or fewer for property or 
personnel to be in a state); or, the firms engage in one of the protected activities. 

• {Dynamic Effect)'. Businesses would, in response to the planning opportunities created by 
federal law, restructure or otherwise engage in tax planning to minimize their tax liability 
in the revenue estimator’s state. 

• {Compliance Effect)'. The loss of revenue that states had e.xpected to gain from current 
enforcement activities with respect to non-complying businesses under current law, but 
which states would be barred from collecting because the federal law would bar further 
enforcement. 


3. Explanation and Examples of Effects; 

a) Static Effect Estimating the Loss of Currently Collected Revenues 

States can experience some immediate reduction in business activity tax revenue because some 
businesses that have no physical presence, or only minor physical presence. For example, 
businesses that may be seasonal or transient in nature, but are currently filing and remitting 
business activity taxes, will no longer be subject to business activity taxes because their level of 


The sum of the static effect, dynamic effect, and compliance effect will not add to the total effect becanse a few 
states provided estiimites of the total effect only. No effort was made to allocate the total effect to each of the 
septirate effects. 


16 



267 


Analysis of H.R. 1956: September 26, 2005 


physical presence is below the level established by H.R. 1956 (21 days). Similarly, some 
businesses would be protected by the special protections offered by H.R. 1956, for example, their 
only physical presence is property being processed by a contract manufacturer, or their activity is 
limited to covering events for the media. 

Estimates of the static effect were based on the assumption that those businesses that are 
currently remitting business activity taxes but have $0 or de minimis amounts of either property 
or payroll in the taxing state would not be subject to that state’s business activity taxes. Revenue 
estimators used the dollar amounts of payroll or property in their state to estimate the impact of 
H.R. 1956 rather than the number of days each business had personnel or property in their state 
because the tax returns, and tax liabilities are based on the relative dollar levels of those factors. 
The de minimis level of the factors used to estimate the revenue impact is usually stated on the 
state response sheet. Not all states responding to the survey explicitly stated the level of payroll 
or property on which their estimate was based, 

b) Dynamic Effect Estimating the Loss of Revenues from Business Tax Planning 

Permitted by H.K PJ56 

One example of the dynamic effect of H.R. 1956 is a company setting up an affiliate for 
marketing in a state. That affiliate would have a permanent physical presence in the state. The 
company could also establish two wholesale or producer affiliates corresponding to different 
product lines of the company, both serviced by the marketing affiliate and neither having a 
physical presence in a state. While the marketing affiliate would have a presence in the state, the 
rest of the business or corporate structure would not be subject to business activity taxes. 

Transfer prices could be set so as to minimize the tax paid by the marketing affiliate. 
Alternatively, the marketing representative in a state might be an independent contractor, with 
the same result of exempting from tax the company that has set up tlic two affiliates 
corresponding to more than one product line. The independent contractor would be taxable, but 
the corporation whose products are being sold would not be. 

Another, but somewhat more complex, example involves an out-of-state holding company that 
operates a number of stores in a state. The holding company could establish a management 
company remote from the states in which the stores are located. Similarly, the holding company 
could establish a staffing company that leases employees to the operating units (stores). Income 
could be shifted out of the state in which the stores operate by paying a ‘'management fee” to the 
management company. The staffing company would also pay a fee to the management company 
further siphoning income from the state in which the stores operate. Furthermore, senior 
managers from the management company can work in the state with the operating company for 
fewer than 2 1 days without creating nexus for the management company. 

H.R. 1956 can also negatively affect future revenues of state and local gross receipts, gross 
profits, or similar taxes. A business can reorganize in such a way to source sales into a state 
through entities that do not have nexus and thus are exempt from taxation in that state. All other 
activities that create and maintain the market in the market states that go beyond the protections 
provided by H.R, 1956 can be placed into separate entities. For example, a business can set up a 
wholesale or distribution subsidiary outside of the jurisdiction of the market state. By selling to 
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independent contract marketers, as defined by H.R. 1956, in the market state, and through careful 
transfer pricing, the business can minimize its gross receipts tax liability in the market state. 

There are other, more complex transactions and reorganizations that are available to many 
business firms. Because of the complexity of the dynamic effect, projecting the dynamic 
revenue impact estimates is a difficult process. This process requires revenue estimators to 
project the level of business activity taxes in the absence of H.R. 1 956; and then to project 
how business taxpayers will respond to the new law. 

An exposition of how multi state businesses can rearrange their organizations to take 
advantage of some of the provisions of legislation such as H.R. 1956 was presented by Joe 
Garrett of the Alabama Department of Revenue at MTC’s 2004 Annual Meeting: 
http://www.mtc.gOv/2004AnnualConferenceAgenda_files/Garrett.pdf 

c) Compliance Effect Estimating the Loss of Anticqmted Revenues from Compliance 
Activities that Would Be Blocked hy H.R. 1956 

Revenue estimators were asked to project the loss of future revenues from current enforcement 
efforts that would be blocked by H.R. 1956. These lost revenues would be in addition to the 
revenues lost from both the static and dynamic effects noted previously. For example, the 
estimator may project how much revenue the revenue estimator’s state would lose in anticipated 
future revenue from enforcing a ruling in which the state court denied the tax effects of the use of 
intangible holding companies. 

The compliance effect involves estimating revenues that are not yet in currently collected 
revenues, but are expected to be collected due to what the state considers to be sound compliance 
efforts. H.R. 1956 may result in legalizing activities that the revenue estimator’s enforcement 
branch considers to be improper under current law and are now seeking to enforce. In these 
cases, H.R. 1956 will produce a loss of anticipated, but as yet not collected revenues. 

4. State by State Estimates: 

The respondent states were grouped into three categories: combined reporting states^^, separate 
entity states, and special. Michigan and Washington State comprise the special category 
because their primary business activity taxes are the Single Business Tax and the Business and 
Occupation Tax respectively. For the percentage impact, the responses of the combined 
reporting states were added and that sum was divided by the sum of the corresponding responses 
for the estimated business activity taxes. As shown in Table 2 below, the minimum expected 
revenue impact of H.R. 1 956 for the respondent states, as a percent of expected business activity 
tax revenue in 2007 is 7.6 percent. For combined reporting states, the expected impact is 2.3 


■■ The combined reporling slates are Alaska, Arizona. Califoniia, Colorado. Hawaii. Idaho. Illinois. Kansas. Mahie. 
Mimiesoia. Monlana. Nebraska. New Hampsliire, Nonh Dakota. Oregon, and Utah. Combined reporting is a stale 
tax accounting m which the taxable income of a single or niiitaiy' business operating in se^’eral states is apportioned 
among tlie states. The taxable income of the separate legal entities is added together. 

In sepiirate entity stales, the taxable income of each legal entity is apportioned among the states in wliich it 
operates. 


18 



269 


Analysis of H.R. 1956: September 26, 2005 


percent, for separate entity states the expected impact is 11.0 percent, and for the special states, 
the impact is 14.4 percent. 


Table 2 

Estimate of Revenue Impact of H.R 1956 on 
Fiscal Year 2007 

Respondent States: 



Minimum 

Best 

Maximum 

Minimum 

Best 

Maximum 


Impact 

Estimate 

Impact 

Impact 

Estimate 

Impact 

Type of State 

(millions) 

(Percent of Business Activity Tax) I 

All States 

$3,300.2 

$4,558.3 

$5,534.2 

7.6% 

10.4% 

12.7% 

Combined Reporting 

443.6 

523.0 

608.6 

2.3 

2.7 

3.2 

Separate Entity 

2,044.9 

2,929.2 

3,525.4 

11.0 

15.7 

18.9 

Special States (MI & 

811.6 

1,106.1 

1,400.2 

14.4 

19.6 

24.8 

WA) 








Table 3 below presents estimates of the total revenue impact on states of H.R. 1956 in fiscal year 
2007, National estimates were derived by assuming that each of the non-responding states would 
be affected by H.R. 1 956 to the same extent as states that have similar tax structures. Thus, the 
estimates for each of the non-respondent combined reporting states were obtained by multiplying 
their estimated business activity tax revenue in 2007 by the respective percentage estimates — 2.3 
percent for the minimum impact, 2.9 percent for the “besf ' estimate, and 3.4 percent for the 
maximum e.xpected impact. A similar procedure was performed on the non-respondent separate 
entity states. 

The estimates for non-respondent states were then added to the estimates provided by the 
respondent states to obtain a national estimate. The higher percent estimates for the United States 
(13.5% best estimate) relative to respondent states (1 1.4% best estimate) is due to the over- 
representation of combined reporting states among the responding states. State-by-state estimates 
of each of the separate effects (static, dynamic, and compliance, and total effect) for fiscal year 
2007 are contained in APPENDIX Tables A, B, and C. Table A contains estimates of the 
minimum impact H.R. 1956 would have on states. Table B is the ‘'best” estimate, and Table C 
contains estimates of the maximum impact of H.R. 1956. 

5. Notes on the Preliminary Estimates 

The estimates of the revenue impact of H.R. 1956 do not take into account some states use a 
“throwback” rule or a ‘'throwouf’ rule to minimize “nowhere” income. The “throwback” rule 
affects the sales factor of the apportionment formula when sales are made by a seller into a state 
which has no jurisdiction to impose an income tax on the seller. Those sales are assigned back to 
the state from which the goods sold have been shipped. The “throwouf’ rule is similar to the 
“throwback” rule - sales into states that do not have authority to impose an income tax on the 
seller are removed from both the numerator and denominator of the sales factor of the 
apportionment formula. 


' Income that is not sourced to any state. This can occur when a seller of tangible persoiutl propert\' luts no nexus in 
a destiniition state, or a state is hmited by the U.S. Constitution or statute from imposing a tax. 
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Also, the estimates of the revenue impact of H.R. 1956 are just that, estimates. Any 
imprecision of the estimates arise from the need to anticipate how those affected by the 
legislation will react. As George Yin, Chief of Staff of the Joint Committee on Taxation, 
stated at a conference in Los Angeles on March 1, 2004 regarding the Joint Committee’s staff 
estimates of the revenue impact of federal legislation: 

“. . . it's certainly a very imprecise process. There is some science involved in it and 
clearly some art involved in it -- no question about it." 

Despite the presence of "throwback” or “throwouf’ rules, and the imprecision of making 
these types of estimates, it is clear that, should H.R. 1956 be passed into law, there would be 
a significant revenue impact on state and local governments. 


TABLE 3 

Estimated Revenue Impact of H.R. 1956 by State 
Fiscal Year 2007 



Estimated Revenue Impact of 

Estimated 

Revenue Impact as Percent of 


H.R. 1956: Fiscal Year 2007* 

Business 

Business Activity Tax Revenue 



Best 


Activity 
Tax Rev- 


Best 




Estimate 


enue 


Estimate 



Minimum 

of 

Maximum 

F Y 

Minimum 

of 

Maximum 


Impact 

Impact 

Impact 

2007^ 

Impact 

Impact 

Impact 

State 

(millions) 

(Percent) I 

United States 

$4,718.6 

$6,588.3 

$7,968.1 

$57,693.8 

S.2% 

11.4% 

1.1.8% 

Alaska 

5.1 

5.1 

5.1 

505.0 

1.0 

1.0 

1.0 

Arkansas 

63.0 

92.5 

96.0 

256.0 

24.6 

36.1 

37.5 

California 

150.0 

150.0 

150,0 

7,344.0 

2.0 

2,0 

2.0 

Connecticut 

101.9 

1 19.4 

136.8 

381.7 

26.7 

31,3 

35.8 

Delaware 

22.0 

30.5 

30,5 

298.1 

7.4 

10,2 

13.1 

Georgia 

30.9 

30.9 

30.9 

511.2 

6.0 

6.0 

6.0 

Idaho 

8.0 

8.0 

8.0 

1,009.1 

0.8 

0.8 

0.8 

Illinois 

91.0 

91.0 

91,0 

8,564.3 

1.1 

1,1 

1.1 

Iowa 

45.0 

46.0 

46,0 

200.0 

22.5 

23,0 

23.5 

Kansas 

31.2 

3 1.2 

31,2 

286.1 

10.9 

10,9 

10.9 

Kentucky 

125.2 

212.4 

259,3 

593.4 

21.1 

35,8 

43.7 

Maryland 

106.4 

106.4 

106,4 

397.0 

26.8 

26.8 

26.8 

Massachusetts 

91.0 

137.0 

183,0 

1,572.0 

5.8 

8.7 

11.6 

Michigan 

417.5 

417.5 

417,5 

2,1 13.3 

19.8 

19.8 

19.8 

Minnesota 

47.1 

54.4 

67,1 

621.5 

7.6 

00 

00 

10.8 

Missouri 

173.6 

173.6 

173.6 

437.1 

39.7 

1 39.7 1 

39.7 


Kenneth A. Gaw. "'Yin Explains JCT Revenue Estimating Efforts.” Tax Notes, Tax Analyst, Inc.. TNT 42-6. 
Arlington, VA. March 2. 2004. 
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TABLE 3 

Estimated Revenue Impact of H.R. 1 956 by State 
Fiscal Year 2007 




Estimated Revenue Impact of 
H.R. 1956: Fiscal Year 2007' 

Estimated 

Business 

Revenue Impact as Percent of 
Business Activity Tax Revenue 


Minimum 

Impact 

Best 

Estimate 

of 

Impact 

Maximum 

Impact 

Activity 
Tax Rev- 
enue 

F.Y. 

loot 

Minimum 

Impact 

Best 

Estimate 

of 

Impact 

Maximum 

Impact 

State 


(millions) 



(Percent) 


Montana 

3.0 

4.5 

6.0 

19.2 

3.8 

5.7 

7.6 

New 

Hampshire 

58.4 

58.4 

58.4 

281.0 

20.8 

20.8 

20.8 

New Jersey 

398.3 

398.3 

398,3 

2,791.0 

14.3 

14,3 

14.3 

North 

Carolina 

58.5 

345,5 

345,5 

1,352.5 

4.3 

25,5 

34.8 

North Dakota 

3.5 

5.2 

6.8 

46.0 

7.6 

11.2 

14.8 

Ohio 

I7I.0 

298.0 

425.0 

1,022.0 

16.7 

29.2 

41.6 

Oklahoma 

31.8 

31,8 

31,8 

1 72.0 

18.5 

18,5 

18.5 

Oregon 

35.3 

90,7 

179,2 

314.7 

13.7 

35,1 

55.4 

Pennsylvania 

51.5 

77.8 

92.6 

3,928.0 

1.3 

2.0 

2.4 

South Dakota 

6.5 

6.5 

6.5 

94.3 

6.9 

6.9 

6.9 

Tennessee 

191.1 

234,8 

294,9 

1,457.3 

13.1 

16,1 

20.2 

Texas 

225.0 

410,0 

530,5 

2,000.0 

11.3 

20,5 

26.5 

Utah 

2.8 

3,9 

5,8 

260.0 

1.1 

1,5 

2.2 

Virginia 

0.0 

0.0 

0.0 

420.2 

0.0 

0.0 

0.0 

Washington 

394.1 

688.6 

982.7 

3,543.8 

11.1 

19.4 

27.7 

West Virginia 

102.2 

127,8 

153,3 

199.8 

51.2 

64,0 

76.7 

Wisconsin 

50.0 

50,0 

50,0 

577.0 

8.7 

8,7 

8.7 

Other 

combined 

reporting 

states 

32.6 

38.5 

49.5 

1421.7 

2.3 

2.7 

3.2 

Other 
separate 
entity states 

1385.7 

1984,3 

2592,1 

12660.2 

11.0 

15,7 

18.9 


1 . Data in italics were estimated by the Multistate Tax Commission. 

2. Includes Corporate income taxes, corporate franchise taxes. Single Business Tax (MI), Business and 
Occupation Tax (WA), Use Tax, (IL) and Public utility gross receipts taxes 

3. Other combined reporting states: Arizona Colorado, Hawaii, Manic, Nebraska Vcmiont. 

4. Other separate entity states: Alabama, D.C., Flonda, hidiaia, Louisiaia, Mississippi, Nevada, New 
Mexico, New^ York, Rhode Island, South Carolina, Wyoming. 

Source: APPENDIX Tables 1 A, 1 B, and 1C. 
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TABLE 3 

Estimated Revenue Impact of H.R. 1 956 by State 
Fiscal Year 2007 


Estimated Revenue Impact of 

Estimated 

Revenue Impact as Percent of 

RR. 1956: Fiscal Year 2007' 

Business 

Business Activity Tax Revenue 



Activity 


Best 


Tax Rev- 

Best 

Estimate 


enue 

Estimate 

Minimum of 

Maximum 

F.Y. 

Minimum of Maximum 

Impact Impact 

Impact 

2007^ 

Impact Impact Impact 

State 1 (millions) 

(Percent) 
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IV: Summary and Conclusion 

The sponsors of H.R. 1956 assert that this proposed legislation would establish clear rules 
regarding state and local government authority to impose business activity taxes on businesses 
engaged in interstate commerce. According to the proponents of this legislation, such clarity 
would bring certainty for businesses regarding their potential tax liabilities when making 
business investment decisions. Reduction of uncertainty would, in the opinion of the sponsors, 
lead to greater investment and job growth. Similarly, the sponsors assert that states would benefit 
from greater certainty regarding their authority to impose business activity taxes on firms 
engaged in interstate commerce. One beneficial outcome of this legislation, in the opinion of the 
proponents of this legislation, would be reduced litigation over nexus. 

However, as shown in section TT of this report, responses by state revenue agency legal staffs 
show that they are uncertain as to how their statutes and regulations relating to their ‘'doing 
business'’ standards would mesh with H R. 1956. This uncertainty could result in more litigation 
regarding state authority to impose business activity taxes. 

The “bright line” test, proposed by the sponsors of this legislation, for determining whether a 
state has the authority to impose its business activity tax on a firm is based on a concept of 
physical presence - property or personnel in a state for 21 days or more. A physical presence test 
for state and local authority to impose business activity taxes would result in non-neutrality in 
the tax treatment of local businesses relative to businesses without the minimum level of physical 
presence for nexus. Long-term trends show that the economy is becoming more service oriented 
and less oriented toward manufacturing and mercantile activities. Physical presence, however 
measured, is becoming less important for the delivery of services and intangibles. Thus, if 
business activity taxes are to tax income in a reasonable approximation where the income is 
earned, physical presence is essentially irrelevant. Furthermore, technological innovations such 
as the Internet allow merchants to sell their products and services anywhere without a physical 
presence in many of the locations in which they do business. Local businesses would be at a tax 
disadvantage relative to remote firms as they compete for the same market. 

Some may argue that local business receives a greater level of benefits from local governments 
and thus should bear higher taxes. A valid counterargument is that the benefits of local 
government that benefit businesses directly - public infrastructure, and fire and police protection 
— are paid by businesses primarily through taxes on the value of business property and on use 
taxes on their purchases of inputs. These taxes are imposed only on local businesses. 

In addition, this physical presence standard may create more record keeping for companies as 
they must be cognizant of when their property or personnel cross the physical presence standard. 
State revenue agencies would also need to have access to those records in order to determine 
whether a firm meets the physical presence test. This is an added cost for both the business sector 
and revenue agencies. 

Finally, H R. 1956 would have a significant adverse revenue impact on state governments - 
between $4.7 billion and $8.0 billion in 2007 - at a time when state and local governments are 
faced with rising costs of Medicaid, homeland security, and education. State and local 
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governments would be forced to increase other taxes, decrease expenditures, or find 
combinations of tax increases and expenditure cuts to make up for lost revenues. 

In conclusion, enactment of H.R, 1956 into law would not necessarily result in greater certainty 
for businesses and states but could create more confusion and litigation regarding state authority 
to impose business activity taxes. In addition, the bill create would artificial barriers to the most 
efficient locations of investment and employment resulting in lower rates of economic growth, 
and impose significant fiscal costs on state and local government. 
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APPENDIX 

Eslimaies of Business AclivUy Tax Revenue for Non-Respondenf Stales, Fiscal Year 2007 

As noted in the text, estimates of the revenue impact for the non-respondent states were derived 
by multiplying the estimated revenue impact of the static effect as a proportion of business 
activity tax revenue, the estimated revenue impact of the dynamic effect as a proportion of 
business activity tax revenue, the estimated revenue impact of the compliance effect as a 
proportion of business activity tax revenue, and the estimated revenue impact of the total effect 
as a proportion of business activity tax revenue of the respondent states. The respondent and non- 
respondent states were classified as combined reporting states, separate entity states, and “special 
states (WA & MI). The estimated revenue impact for each non-respondent separate entity state 
was derived by dividing each of the revenue impacts (static effect, dynamic effect, compliance 
effect, and total impact) of all respondent separate entity states by the sum of the business 
activity tax revenue for those states (see Table 1) and multiplying by the estimated business 
activity tax revenue of the non-respondent state. The same estimating procedure was used to 
estimate the revenue impact for non-responding combined reporting states. In mathematical 
notation, for a non-respondent separate entity state, the static effect is: 

Snri “ {SSri/SBATi-i} *BATni-i 

where; Snri is the static effect in nonrespondent state, i 

SSri is the sum of the static revenue impact of the respondent states 
SBATri i s the sum of business activity tax revenue of the respondent states 
and 

BATnri is the estimate business activity tax revenue for nonrespondent state i. 

The procedure is repeated to estimate the dynamic impact, compliance impact, and total impact 
separately. The same procedures were used to estimate the revenue impacts on combined 
reporting states. 

The estimated business activity tax revenue (BAT) for nonrespondent state (i) was derived by 
dividing each nonrespondent state’s BAT in 2003 by the sum of the 2003 BAT for all 
nonrespondent states. The quotient was then multiplied by the difference between the estimated 
total BAT in fiscal year 2007 ($57.7 billion) and the sum of the BAT in 2007 of the respondent 
states ($43.6 billion). The difference between the BAT sums is $ 14. 1 billion. Again, in 
mathematical notation the estimated 2007 BAT for a nonrespondent state is: 

BAT^ri - (BAT2003nri/2BAT2003nri) * $14.1 billion 

Where: 

BATnri is estimated business activity tax revenue of nonrespondent state (i) in 2007 
BAT2003 nri is business activity tax revenue of nonrespondent state (i) in 2003 
2BAT2003nri is the sum of fiscal year 2003 business activity tax revenues of all 
nonrespondent states. 
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Appendix TABLE I A 

Estimated Revenue Impact of H.R. 1956 by State: Minimum Impact 
Fiscal Year 2007 


Dollar Amounts in Millions 







Estimated 

Business 

Activity 

Tax 

Revenue* 

Effect of 
H.R. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(.3) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 

United States^ 

$2,126.7 

$2,124.4 

$264. 7 

$4, 718.6 

$57,693.8 

8.2% 








Responding States 

$1,456,9 

$1,507.6 

$252.3 

$3,300.26 

$43,628.5 

7.6% 

Alaska'^ 

5.1 

n.r 

n.r 

5.1 

505.0 

1.0 

Arkansas^ 

6.0 

57.0 

n.r. 

63.0 

256.0 

24.6 

California'*" 

n.r 

150.0 

n.r. 

150.0 

7,344.0 

2,0 

Connecticut^ 

75.2 

26.8 

n.r. 

101.9 

381.7 

26.7 

Delaware^ 

n.r. 

n.r. 

n.r. 

22.0 

298.1 

7,4 

Georgia** 

30,9 

n.r. 

n.r. 

30.9 

51 1.2 

6,0 

Idaho"* 

8.0 

n.r. 

n.r. 

8.0 

1,009.1 

0.8 

Illinois'^ 

91,0 

n.r. 

n.r. 

91.0 

8,564.3 

1,1 

Iowa"* 

10,0 

30.0 

5.0 

45.0 

200.0 

22,5 

Kansas’* 

2.2 

29.3 

n.r. 

31.5 

218.5 

14.4 

Kentucky'” 

39,1 

86.1 

n.r. 

125.2 

593.4 

21,1 

Maryland** 

66.7 

39.7 

n.r. 

106.4 

397.0 

26.8 

Massachusetts*^ 

91.0 

n.r. 

n.r. 

91.0 

1,572.0 

5.8 

Michigan** 

239,1 

150.9 

27.5 

417.5 

2,113.3 

19,8 

Minnesota"* 

30.0 

7.5 

9.7 

47.1 

621.5 

7.6 

Missouri^ 

173.6 

n.r. 

n.r. 

173.6 

437.1 

39.7 

Montana'*^*"* 

n.r. 

n.r. 

n.r. 

3.0 

79.2 

3,8 

New Hampshire*' 

n.r 

n.r 

n.r 

58.4 

281.0 

20.8 

New Jersey'*’ 

219,0 

150.0 

29.3 

398.3 

2,791.0 

14,3 

North Carolina*^ 

8,5 

50.0 

n.r. 

58.5 

1,352.5 

4,3 

North Dakota*** 

3.3 

n.r. 

0.2 

3.5 

46.0 

7.6 

Ohio'” 

40,0 

131.0 

n.r. 

171.0 

1,022.0 

16,7 

Oklahoma'*^'*'* 

3,2 

28.6 

n.r. 

31.8 

172.0 

18,5 

Oregon"*' 

5,7 

33.2 

4.6 

43.5 

314.7 

13,7 

Pennsylvania 

51,5 

n.r 

n.r 

51.5 

3,928.0 

1,3 

South Dakota"*"* 

0,1 

6.4 

n.r. 

6.5 

94.3 

6,9 

Tennessee"*'* 

46,0 

145.1 

n.r. 

191.1 

1,457.3 

13,1 

Texas^‘* 

25,0 

70.0 

130.0 

225.0 

2,000.0 

1 1,3 

Utah'* 

0.7 

1.7 

0.4 

2.8 

260.0 

1.1 

Virginia^^ 

0.0 

0.0 

0.0 

0.0 

420.2 

0.0 
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Appendix TABLEIA 

Estimated Revenue Impact of H.R. 1956 by State: Miiiimum Impact 
Fiscal Year 2007 


Dollar Amounts in Millions 







Estimated 

Business 

Activity 

Tax 

Revenue’ 

Effect of 
HR. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(.3) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 

Washington^^ 

96.2 

252.3 

45.6 

394.1 

3,543.8 

11.1 

West Virainia'^ 

56.4 

45.8 

n.r. 

102.2 

199.8 

51.2 

Wisconsin 

o 

o 

45.8 

n.r. 

50.0 

577.0 

8,7 

Other combined 
reporting states 

11.0 

15.9 

1.0 

32.6 

1421.7 

2.3 

Other separate entity 
states 

735,5 

612.6 

122,4. 

1470.5 

12660 

1 1,0 









* Estimate of revenue impact of H.R. 3220 on all states based on state responses to surv^cy . 


Data in italics estimated bv Multistate Tax Commission. 

'I I I I II 

ii.r, Not reported separately. 

1. Excluding effects of HR. 3220. 

2. Corporate income and Fish Landing taxes. 

3. Corporate income taxes only, 

4. Corporate income and franchise taxes only, BAT revenue for 2007 in CA estimated by MTC- 

5. Business ActiviU' Tax for 2007 estimated by Multistate Tax Commission. 

6. Includes Corporation Business Tax and Business Entity Tax. 

7. Includes corporation income tax and gross receipts tax, 

8. Includes Income Tax, franchise tax, and financial institutions tax. Georgia estimates are for 2003 only. 

9. Includes Corporate Income and Replacement Tax, Use Tax, and Telecommunications Taxes." 

10. Includes Corporate Income Tax, Corporate Franchise Tax, Bank Franchise Tax, Cigarette Taxes and fees, and 
Alcoholic Beverage Taxes. 

1 1 . Corporate income tax only. Assumes dynamic effect of H.R, 3220 would be 10 percent of estimated 2007 
corporate income tax revenues. 

12. Fiscal year 2006. Includes General business corporations tax, and fintmcial institutions tax. 

13. Single Business Tax only. 

14. Midpoints of estimated range of impacts. BAT revenue for 2007 estimated by the Multistate Tax. 

Commission. 

15. Tncliidcs Business Profits Tax, Business Enterprise Tax, and Communications Excise Tax. Estimates based on 

analysis of HR. 2526, July 2002, 

16. Includes corporate net income tax and Alternative Minimmn Tax. 

17. Includes corporate income, franchise, and personal income taxes. 

18. Corporate income taxes and gross receipts taxes on telecommunications. 

19. Corporate income (franchise) tax, tax on dealers of intangibles, and pass-through entities. 

20. Estimates of compliance effect included in static effect estimates. 
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Appendix TABLEIA 


Estimated Revenue Impact of H.R. 1956 by State: Miiiimum Impact 


Fiscal Year 2007 


Dollar Amounts in Millions 


Static 

Effect 


Dynamic 

Effect 


Compliance 

Effect 


Total 

Effect 


Estimated 

Business 

Activity 

Tax 

Revenue’ 


Effect of 
HR. 1956 
on 

BAT 


.OL 


J2L 


JIL 


ml 


ml 


ML 


State 


I 21. State only- Corporate income and excise taxes only. 


(l)+(2)+(3) 


(4)/(5) 


I 22.Bank Tax only 


I 23. Includes Excise & Franchise Tax, Local Business Tax, and Professional Privilege Tax. 


I 24. Corporate Franchise Tax only, 


I 25. Reported only minor revenue impact because physical presence is nexus standard. 


I 26. State and local Business & Occupation Tax and State and local Public Utilits' Taxes. 
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Appendix TABLE IB 

Estimated Revenue Impact of H.R. 1956 by State: Best Estimates 
Fiscal Year 2007 


Dollar Amounts in Millions 







Estimated 

Business 

Activity 

Tax 

Revenue* 

Effect of 
H.R. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(.3) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 

United States* 

$2,639.4 

$3,463.4 

$366 . 7 

$6,588.3 

$57,693.8 

11.4% 








Responding States 

$1,782,3 

$2,429.3 

$253.3 

$4,558.3 

$43,628.5 

1 1 .4% 

Alaska'^ 

5.1 

n.r 

n.r 

5.1 

505.0 

1.0 

Arkansas^ 

9.5 

83.0 

n.r. 

92.5 

256.0 

36.1 

California'*" 

n.r 

150.0 

n.r. 

150.0 

7,344.0 

2,0 

Connecticut^ 

88.1 

31.2 

n.r. 

119.4 

381.7 

31.3 

Delaware^ 

n.r. 

n.r. 

n.r. 

30.5 

298.1 

10,2 

Georgia** 

30,9 

n.r. 

n.r. 

30.9 

51 1.2 

6,0 

Idaho"* 

8.0 

n.r. 

n.r. 

8.0 

1,009.1 

0.8 

Illinois'^ 

91,0 

n.r. 

n.r. 

91.0 

8,564.3 

1,1 

Iowa"* 

10,0 

30.0 

6.0 

46.0 

200.0 

23,0 

Kansas’* 

4.4 

58.6 

n.r. 

63.0 

218.5 

28.8 

Kentucky'” 

65,7 

146.7 

n.r. 

212.4 

593.4 

35,8 

Maryland** 

66.7 

39.7 

n.r. 

106.4 

397.0 

26.8 

Massachusetts*^ 

137.0 

n.r. 

n.r. 

137.0 

1,572.0 

8.7 

Michigan** 

239,1 

150.9 

27.5 

417.5 

2,113.3 

19,8 

Minnesota"* 

37.3 

7.5 

9.7 

54.4 

621.5 

8.8 

Missouri^ 

173.6 

n.r. 

n.r. 

173.6 

437.1 

39.7 

Montana'*^*"* 

n.r. 

n.r. 

n.r. 

4.5 

79.2 

5,7 

New Hampshire*' 

n.r 

n.r 

n.r 

58.4 

281.0 

20.8 

New Jersey'*’ 

219,0 

150.0 

29.3 

398.3 

2,791.0 

14,3 

North Carolina*^ 

8,5 

337.0 

n.r. 

345.5 

1,352.5 

25,5 

North Dakota*** 

5.0 

n.r. 

0.2 

5.2 

46.0 

11.2 

Ohio'” 

40,0 

258.0 

n.r. 

298.0 

1,022.0 

29,2 

Oklahoma'*^'*'* 

3,2 

28.6 

n.r. 

31.8 

172.0 

18,5 

Oregon"*' 

8,2 

98.6 

4.6 

90.7 

314.7 

35,1 

Pennsylvania 

77,8 

n.r. 

n.r. 

77.8 

3,928.0 

2,0 

South Dakota"*"* 

04 

6.4 

n.r. 

6.5 

94.3 

6,9 

Tennessee"*'* 

55,7 

179.1 

n.r. 

234.8 

1,457.3 

16,1 

Texas^‘* 

155,0 

125.0 

130.0 

410.0 

2,000.0 

20,5 

Utah'* 

1.5 

2.0 

0.4 

3.9 

260.0 

1.5 

Virginia^^ 

0.0 

0.0 

0.0 

0.0 

420.2 

0.0 
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Appendix TABLE IB 


Estimated Revenue Impact of H.R. 1956 by State: Best Estimates 


Fiscal Year 2007 


Dollar Amounts in Millions 


Static 

Effect 


Dynamic 

Effect 


Compliance 

Effect 


Total 

Effect 


Estimated 

Business 

Activity 

Tax 

Revenue’ 


Effect of 
HR. 1956 
on 

BAT 


.OL 


J2L 


JIL 


ml 


ml 


ML 


State 

Washington^^ 


138.4 


504.6 


45.6 


(l)+(2)+(3) 

688.6 


3,543.8 


(4)/(5) 

19.4 


I West Virginia 


72.: 


55.5 


127.8 


199.8 


64.0 


Wisconsin 

Other combined 
reporting states 


30.0 

II. 7 


20.0 

21 


n,r. 

I 


50.0 

33.7 


577,0 

1421.7 


8.7 

2.7 


I Other separate entity 
states 


842.6 


1009.9 


112.2 


1964. 7 


12660 


15.7 


^ Estimate of revenue impact of H.R 3220 on all states based on state responses to survey. 


I Data in italics estimated by Multistate Tax Commission. 


IC 


IC 


IC 


I n.r. Not reported separately. 

1. Excluding effects of HR. 3220. 


I 2. Corporate income and Fish Landing taxes. 


I 3. Corporate income taxes only. 


I 4. Corporate income and franchise taxes only. BAT revenue for 2007 in CA estimated by MTC. 


5. Business Activitv Tax for 2007 estimated bv Multistate Tax Commission. 


I 6. Includes Corporation Business Tax and Business Entity Tax. 


I 7. Includes corporation income tax and gross receipts tax, 


8. Includes Income Tax, franchise tax, and financial institutions tax. Georgia estimates are for 2003 only. 

9. Includes Corporate Income and Replacement Tax. Use Tax, and Telecommunications Taxes." 

10. Includes Corporate Income Tax, Corporate Franchise Tax, Bank Franchise Tax. Cigarette Taxes and fees, and 
Alcoholic Beverage Taxes. 


1 1 . Corporate income tax only. Assumes dvnamic effect of H.R, 3220 would be 10 percent of estimated 2007 
corporate income tax revenues. 


12. Fiscal year 2006. Includes General business corporations tax, and fuicmcial institutions tax. 

13. Single Business Tax only. 


1 4. Midpoints of estimated range of impacts. BAT revenue for 2007 estimated by the Multistate Tax, 
Commission. 


15. Includes Business Profits Tax, Business Enterprise Tax. cuid Communications Excise Tax. Estimates based on 

dialysis of HR. 2526, July 2002. 

16. Includes corpomte net income tax and Alternative Minimum Tax. 


17. Includes corporate income, franchise, and personal income taxes. 


18. Corporate income taxes and gross receipts taxes on telecommmiications. 


19. Corporate income (frcuichise) tax, tax on dealers of inttuigibles. and pass-tlirough entities. 
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Appendix TABLE IB 

Estimated Revenue Impact of H.R. 1956 by State: Best Estimates 
Fiscal Year 2007 


Dollar Amounts in Millions 







Estimated 

Business 

Activity 

Tax 

Revenue’ 

Effect of 
HR. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 


20. Estimates of compliance effect included in static effect estimates. 


2 1 ■ State only. Includes corporate income and excise taxes only. 

22. Baiik Tax only 

23. Includes Excise & Franchise Tax, Local Business Tax, and Professional Privilege Tax, 

24. Corporate Franchise Tax only, 

25. Reported only minor revenue impact because physical presence is nexus standard- 

26. State and local Business & Occupation Tax and State <md local Public UtiliU' Taxes. 
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Appendix TABLE 1C 

Estimated Revenue Impact of H.R. 1956 by State: IVlaxinium Impact 
Fiscal Year 2007 


Dollar Amounts iu Millions 







Estimated 

Business 

Activity 

Tax 

Revenue* 

Effect of 
H.R. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 

United States* 

$3,061-5 

$4,403.9 

$368.1 

$7,968.1 

$57,693.8 

13.8% 








Responding States 

$2,060,9 

$3,1 15,6 

$254,3 

$5,534,2 

$43,628,5 

12.7% 

Alaska'^ 

5,1 

n.r 

n.r 

5.1 

505.0 

1,0 

Arkansas'^ 

12,0 

84.0 

n.r. 

96.0 

256.0 

37,5 

California'*" 

n.r 

150.0 

n.r. 

150.0 

7,344.0 

2,0 

Connecticut^ 

101.1 

35.7 

n.r. 

136.8 

381.7 

35.8 

Delaware^ 

n.r. 

n.r. 

n.r. 

30.5 

298.1 

13,1 

Georgia^ 

30.9 

n.r. 

n.r. 

30.9 

511.2 

6.0 

Idaho”* 

8.0 

n.r. 

n.r. 

8.0 

1,009.1 

0.8 

Illinois^ 

91,0 

n.r. 

n.r. 

91.0 

8,564.3 

1,1 

Iowa'* 

10.0 

30.0 

6.0 

46.0 

200.0 

23.5 

Kansas^ 

5.7 

25.5 

n.r. 

31.2 

286.1 

10.9 

Kentucky**' 

80,6 

178.7 

n.r. 

259.3 

593.4 

43,7 

Maryland** 

66.7 

39.7 

n.r. 

106.4 

397.0 

26.8 

Massachusetts*'^ 

183.0 

n.r. 

n.r. 

183.0 

1,572.0 

11.6 

Michigan*'* 

239,1 

150.9 

27.5 

417.5 

2,1 13.3 

19,8 

Minnesota'* 

50.0 

7.5 

9.7 

67.1 

621.5 

10.8 

Missouri** 

1 73,6 

n.r. 

n.r. 

173.6 

437.1 

39,7 

Montana'*^*'* 

n.r. 

n.r. 

n.r. 

6.0 

79.2 

7,6 

New Hampshire'^ 

n.r 

n.r 

n.r 

58.4 

281.0 

20,8 

New Jersey**’ 

219,0 

150,0 

29.3 

398.3 

2,791.0 

14,3 

North Carolina*' 

8,5 

337.0 

n.r. 

345.5 

1,352.5 

34,8 

North Dakota'** 

6,6 

n.r. 

0.2 

6.8 

46.0 

14,8 

Ohio” 

40,0 

385.0 

n.r. 

425.0 

1,022.0 

41,6 

Oklahoma'*'**' 

3.2 

28.6 

n.r. 

31.8 

172.0 

18.5 

Oregon^’ 

14,0 

160.5 

4.6 

179.2 

314.7 

55,4 

Pennsylyania 

92.6 

n.r. 

n.r. 

92.6 

3,928.0 

2.4 

South Dakota^"* 

0.1 

6.4 

n.r. 

6.5 

94.3 

6.9 

Tennessee^** 

62,3 

232.6 

n.r. 

294.9 

1,457.3 

20,2 

Texas'^'* 

255.0 

145.5 

130.0 

530.5 

2,000.0 

26.5 

Utah'* 

2.4 

3.0 

0.4 

5.8 

260.0 

2.2 

Virginia'*' 

0,0 

0.0 

0.0 

0.0 

420.2 

0,0 

Washington'*'* 

182.2 

754.9 

45.6 

982.7 

3,543.8 

27.7 
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Appendix TABLE 1C 


Estimated Revenue Impact of H.R. 1956 by State: IVlaximum Impact 


Fiscal Year 2007 


Dollar Amounts iu Millions 


Static 

Effect 


Dynamic 

Effect 


Compliance 

Effect 


Total 

Effect 


Estimated 

Business 

Activity 

Tax 

Revenue^ 


Effect of 
HR. 1956 
on 
BAT 


.OL 


J2L 


JIL 


ml 


ml 


ML 


State 

West Virginia'* 


65.2 


(l)+(2)+(3) 

153.3 


199.8 


(4)/(5) 

76.7 


I Wisconsin 


30.0 


20.0 


50.0 


577.0 


Other combined 
reporting states 


13.3 


35.4 


49.7 


1421.7 


3.2 


I Other separate entity 
states 


989.8 


1267.4 


113.1 


2370.3 


12660 


18.9 


^ Estimate of revenue impact of H.R 3220 on all states based on state responses to survey. 


Data in italics estimated by Multistate Tax Commission. 


I n.r. Not reported separately. 


1. Excluding effects of H.R. 3220. 


I 2. Corporate income and Fish Landing taxes. 


I 3. Corporate income taxes only. 


I 4. Corporate income and franchise taxes only. BAT revenue for 2007 in CA estimated by MTC. 
. Business Activity Tax for 2007 estimated bv Multistate Tax Commission. 


I 6. Includes Corporation Business Tax and Business Entity Tax. 


I 7. Includes corporation income tax and gross receipts tax, 


8. Includes Income Tax, franchise tax, and financial institutions tax. Georgia estimates arc for 2003 only. 
I 9. Includes Corporate Income and Replacement Tax, Use Tax, and Telecommunications Taxes." 


10. Includes Corporate Income Tax, Corporate Franchise Tax, Bank Franchise Tax. Cigarette Taxes and fees, and 
I Alcoholic Bc^^crage Taxes. 


1 1 . Corporate income tax only. Assumes dynamic effect of H.R. 3220 would be 1 0 percent of estimated 
2007 corporate income tax revenues. 


1 2. Fiscal year 2006. Includes General business corporations tax, and financial institutions tax. 

13. Single Business Tax only. 


14. Midpoints of estimated range of impacts. BAT revenue for 2007 estimated by the Multistate Tax. 
Commission. 


15. Includes Business Profits Tax, Business Enterprise Tax, and Communications Excise Tax, Estimates based on 
analysis of H.R. 2526, July 2()()2, 


16. Includes corporate net income tax and Alternative Minimimi Tax. 


17. Includes corporate income, franchise, and personal income taxes. 


18. Corporate income ta.xes and gross receipts taxes on telecommunications. 


1 9. Corporate income (franchise) tax, tax on dealers of intangibles, and pass-through entities. 

20. Estimates of compliance effect included in static effect estimates. 
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Analysis of H.R. 1956: September 26, 2005 


Appendix TABLE 1C 

Estimated Revenue Impact of H.R. 1956 by State: IVlaximum Impact 
Fiscal Year 2007 


Dollar Amounts iu Millions 







Estimated 

Business 

Activity 

Tax 

Revenue^ 

Effect of 
HR. 1956 

on 

BAT 



Static 

Effect 

Dynamic 

Effect 

Compliance 

Effect 

Total 

Effect 



(1) 

(2) 

(3) 

(4) 

(.3) 

(6) 

State 




(l)+(2)+(3) 


(4)/(5) 


2 1 ■ State only. Corporate income and excise taxes only, 

22. Bank Tax only 

23. Includes Excise & Franchise Tax. Local Business Tax, and Professional Privilege Tax. 

24. Corporate Franchise Tax only. 

25. Reported only minor revenue impact because physical presence is nexus standard. 

26. State and local Business & Occupation Tax and State tuid local Public Utility Taxes. 
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May 4, 2011 


US. House of Representatives 
Washington, DC 20515 

Re: Unions Urge "No" Vote on "Bnsiness Activity Tax Simplification Act of 2011", 
H.R. 1439 


Dear Representative: 

The undersigned labor unions urge you to oppose the “Business Activity Tax 
Simplification Act of 201 1" (BATSAl. H.R, 1439 . 

Our unions oppose this troubling proposal because it would impose an unfunded 
mandate and shrink state and local government tax revenues. Now is the wrong time to 
reduce state and local revenues. Several years ago, experts estimated these revenues would 
decline by at least $3 billion to $8 billion per year. Today, the revenue loss would be 
significantly larger. H R. 1439 would limit state and local governments from determining 
and keeping their own tax systems, and it encourages and rewards businesses and large 
profitable corporations for making business decisions designed to aggressively avoid taxes. 
The Congressional Budget Office (CBO) has stated BATSA, “would amend current law to 
prohibit state and local governments from taxing certain business activities that are 
currently taxable.” H.R. 1439 is worse than its predecessors in prior Congresses. H.R. 
1439 now has an added provision limiting state authority to impose combined reporting, 
which previously would have partially counteracted the effects of earlier versions of this 
bill. 


H.R. 1439 is designed to reduce business taxes now being paid to states and 
localities. It would prohibit states and localities from imposing existing taxes on legitimate 
business activity in the state and/or locality by creating a new physical presence rule, 
which would significantly weaken the “economic nexus” standard currently used. It also 
would prohibit states and localities from imposing certain business taxes on services, 
intangibles, media and financial services. While Public Law 86-272 currently prohibits 
jurisdictions from imposing taxes on the sale of goods, current law pennits jurisdictions to 
impose taxes on the sales of services and intangibles . H.R. 1439 also prohibits states and 
localities from continuing to impose many existing business taxes. While Public Law 86- 
272 currently prohibits jurisdictions from imposing a corporate income tax, current law 
permits jurisdictions to impose other business taxes such as a gross sales tax or value 
added tax. 

H.R. 1439 would inflict significant budget problems on state and local 
governments. Given the current revenue problems afflicting most states and localities, it’s 
an especially bad time to preempt state and local tax authority and further reduce revenues. 
CBO’s July 11, 2006 Cost Estimate for an earlier version of BATSA reported “the costs - 
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in the form of forgone revenues - to state and local governments would exceed $1 billion 
in the first full year after enactment and would likely grow to about $3 billion, annually, by 
2011.” CBO also determined BATSA (then H.R. 1956) is an unfunded mandate - “by 
prohibiting state and local governments from taxing certain business activities, H.R. 1956 
would impose an intergovernmental mandate as defined in the Unfunded Mandates Reform 
Act (UMRA).” This unfunded mandate and $3 billion annual loss would worsen state and 
local budget problems and force cuts to education, health care, job creation and other vital 
services. Worse, CBO reports revenue losses would be concentrated in several states - 
“while virtually all states would lose revenues, about 70 percent of the estimated losses 
would come from ten states : California, Florida, Illinois, Michigan, New Jersey, New 
York, Pennsylvania, Tennessee, Texas, and Washington.” 

Some corporations design their operations to avoid nexus in states where they earn 
profits and produce a self-serving paper trail of "nowhere" income - to try to prevent states 
from taxing their income. H.R. 1439 would protect these tax shelters, increase their 
quantity and dollar value of tax shelters and tax shielding, and reward these tax avoidance 
actions. Large profitable corporations will take advantage of these combined practices to 
shift the tax burden further onto state and local residents. 

We urge Congress to oppose preempting state and local government taxing 
authority and preventing them from creating viable and equitable tax systems. 


Sincerely, 

American Federation of State, County and Municipal Employees 
AFL-CTO 

Communication Workers of America (CWA) 

International Federation of Professional and Technical Engineers (IFPTE), AFL-CIO 
National Education Association 
American Federation of Teachers 
Department for Professional Employees, AFL-CTO 
International Union, United Automobile, Aerospace and Agricultural Implement Workers 

of America (UAW) 

Lntemational Association of Fire Fighters (lAFF) 

Service Employees Union International (SEIU) 


o 



